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A Note from the Editor 


While poverty is largely a rural phenomenon—in the sense that poverty 
incidence has been higher in rural than in urban areas—it is becoming more -~ 


. prominent in cities owing to accelerating rates of rural-to-urban migration and 


high fertility in urban poor households. Accordingly, as’ Asian developing 
countries continue to urbanize—with many about to become more urban than 
rural by the turn of the century—urban poverty is’ expected to stay on an 
upward trend, at least in terms of absolute numbers. of poor people. This is 
likely to be the case especially in Asian developing economies hobbled by high 
population growth rates and structural rigidities that hamper economic growth 
and the efficiency of the social sectors. In the more progressive Asian ` 
developing economies,.urban poverty pockets persist at the same time that 
income inequality has become more visible. I 

The problem of urban poverty is graphically manifested by increases in 
slums and squatter settlements; in unemployment and underemployment; and. . 
in lack of access to such basic services as water and sanitation, transportation, 
health and education. In turn, the unavailability of urban infrastructure and 
basic social services to the poor contributes to environmental degradation. Part 
of the reason why basic urban problems persist or worsen over time is that the 
underlying causes and behavioral mechanisms involved are inadequately 
understood and, consequently, policy measures are not suitably formulated and 
consistently applied. Particular country situations call for specific strategies 
and policies based on in-depth analysis and understanding of the relevant 
critical issues. ; 

This issue of the Asian Development Review, focusing on urban poverty in 
Asian developing countries, comes as a sequel to a 1992 issue dealing with 
rural poverty. The articles are on the same set of countries: Bangladesh, India, 
Indonesia, Republic of Korea, Philippines, Sri Lanka and Thailand. Taken 
together, these economies represent a wide range of development levels, rates 
of growth and performance in poverty reduction. This varied record of country 


_ experiences is apt to point to important implications for policy and further 


research. The articles are based on country-studies under the Bank’s regional 
technical assistance project, Critical Issues and Policy Measures to Address 
Urban. Poverty. 
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Urban Poverty in Bangladesh: 
Trends, Determinants, and 
Policy Issues 


Nasreen Khundker, Wahiddudin Mahmud, 
Binayak Sen, and Monawar Uddin Ahmed" 





he cities of Bangladesh face an overwhelming problem of population 

growth and extreme poverty. Urban poverty in Bangladesh, however, 

must be viewed within the context of a predominantly agrarian : 
economy characterized by extreme conditions of generally low living standards, 
low productivity and widespread unemployment. The country is still mainly 
rural, with only about 15 per cent of the population living in urban areas. 
urban population is estimated to have grown at around 6 per cent annually oyer 
thelast three decades, compared with the national population growth rate of 2.5 
per cent per annum in the 1960s, 2.7 per cent in the 1970s and about 2 per cent 
in the 1980s.' The urban population is expected to increase rapidly because of 
continued rural-to-urban migration and the territorial extension of existing 
urban areas. In physical terms, the growth of the cities is taking place both in 
the densely built-up core areas and in peripheral areas. In the latest population 
census of 1991, the population of the capital city, Dhaka, was estimated to|be 
about 3.6 million; but the greater Dhaka area including the adjacent urban 
settlements accounted for more than 6 million of the country’s total population 
of about 110 million.” With increasing urbanization especially centered around 


* Assistant Professor, Professor, respectively, Economics Department, University of Dhaka; Research 
Fellow, Bangladesh Institute of Development Studies; and Professor, Economics Department, University 
of Dhaka. 
1. There is considerable ambiguity regarding the estimates of the urban population and its growth rate. 
The definition of urban areas remained consistent in the population census of 1961 and 1974, and the 
urban population is estimated to have grown at 6.3 per cent annually between these two census years. 
In the 1981 census, a much broader definition of urban areas was adopted, according to which about 16 
per cent of the population was classified as urban in 1981 compared with 8 per cent in 1974. However, 
if the definition in the 1974 census is consistently used, the estimate of the level of urbanization of the 
population in 1981 would be 12 per cent, implying an intercensus growth in urban population of around 
6 per cent per annum; cf. Bangladesh Bureau of Statistics (BBS), Bangladesh Population Census 1981: 
Report on Urban Areas, 1987. 
2. Bangladesh Bureau of Statistics, Supplement No.1 to Preliminary Report on Population Census, 1991 
(June 1992). 
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bigger cities, the problem of providing employment, shelter and basic services 
to the urban population has become an important policy concern. 

This article analyzes the problem of urban poverty in Bangladesh. First, it 
looks at trends in poverty and in personal income distribution in urban areas. 
Second, it discusses the urban labor market with the objective of understanding 
the poor’s access to income-earning opportunities. Then, a brief overview is given 
of the movement patterns and characteristics of migrants, sectoral employment 
patterns and other characteristics of the poor versus the non-poor, and of the 
trends in wages, incomes and productivity. A brief discussion is also given of the 
access to basic needs and services of the urban poor, as well as of political 
economy issues. The concluding section discusses some strategies and policies 
to address the problems of urban poverty. 


Poverty Measurement and Trends 


Trends in Personal Income Distribution. The periodic Household 
Expenditure Survey (HES) carried out by the Bangladesh Bureau of Statistics 
(BBS) remains the major source of information on income distribution and 
poverty. Table 1 shows the distribution of rural and urban incomes among 
different income groups based on the Quarterly Surveys of Current Economic 
Conditions in the 1960s and on HESs in the 1970s and 1980s published so far. 

The available estimates on the distribution of income presented in Table 1 
are based on per household income classification, although a per capita income 
ranking would have been more desirable. It is widely recognized that household 
surveys underrepresent high-income households. In the case of Bangladesh, the 
likelihood of capturing very high incomes is further reduced by the way such 
incomes have been obtained.) A similar underrepresentation also applies to 
urban poor households living in slums and to the homeless, floating population. 
HESs for successive years of observation are also not strictly comparable 
because of some methodological changes that took place in expenditure surveys 
beginning in 1983/84. These include the shift from "memory-recall" to "diary- 
keeping" as a method of estimating food consumption, and the reduction in the 
number of sampling areas and in the sample size.* 


3. As a pertinent study has observed, "State power in Bangladesh has been widely used to create a 
mechanism for private enrichment"; and further notes that "In Bangladesh...the accumulated surplus 
has not been channelled into industrial investment...serious analysis is difficult because of the great 
scarcity of information. The nature of accumulation itself encourages the information blackout.” See A.R. 
Khan and M. Hossain, The Strategy of Development in Bangladesh (London: Macmillan, 1989). 

4, For details on changes in survey methodology, see A. Rahman and T. Haque, Poverty and Inequality 
in Bangladesh in the Eighties: An Analysis of Some Recent Evidence, Research Report, no. 91 (Dhaka: 
Bangladesh Institute of Development Studies, 1988); and see also, Khan and Hossain, op. cit. 
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Table 1: Personal Income Distribution Among Various Categories of 
Households as per Household Income Classification (1963/64-1985/86) 





Income Group 1963/04 1968/69 1973/74 1976/77 1981/82 1983/84 1985/80 1988/89 
Bottom 4096 x 
. Rural 20.1 28.6- 19.2 18.8 18.8 19.2 19.0 18.0: 
"Urban 16.7 19.2 17.8 15.4 16.1 17.9 19.2 17.6 ' 
x I 
Lower Middle 40% ' 
Rural 88.0 39.4 40.1 39.0 88.8 88.2 36.0 836.8! 
Urban 33.8 34.9 88.0 32.8 36.0 37.9 37.9 35.7. 
Upper Middle 16% 
Rural 24.1 23.9 24.6 25.4 25.6 24.5 23.8 25.4 
` Urban _- 28.5 25.3 25.6 22.5 27.0 27.3 24.9 26.8! 
Top 5% : 
Rural 16.8 18.1 161 17.8 16.8 18.1 21.2 19.8, 
Urban 21.0 20.6 18.6 29.8 20.9 16.9 18.0 20.0: 
Gini Concentration | 
Ratios (at current prices) l 
Rural 0.34 0.27 0.36 0.44 0.36 0.35 0.36 0.37 


Urban 0.41 0.37 0.38 0.51 0.42 0.37 0.37 0.38 


Note: For 1968/64, the distribution of income based on the ranking of households according to per capita 
income is not available. The available HES (for 1988/89) provides the income shares of fractions 

of the households ranked in ascending order of income per household for 1973/74, 1981/82, 1983/84, 
1986/86 and 1988/89. The estimates presented in the table are also based on "income per 

. household" ranking. 
Source: Compiled from A.R. Khan and M. Hossain, The Strategy of Development in Bangladesh (London: 
Macmillan, 1989); Q.K. Ahmad and M. Hossain, Rural Poverty Alleviation in Bangladesh — 
Experiences and Policies, WCARRD Follow-up Study Series (Food and Agriculture Organisation, 

- 1984); A. Rahman and T. Haque, Poverty and Inequality in Bangladesh in the Eighties: An 
Analysis of Some Recent Evidence, Research Report, no. 91 (Dhaka: Bangladesh Institute of 
Development Studies, 1988); and Bangladesh Bureau of Statistics; Report on the Household 
Expenditure Survey 1988-89 (Dhaka: August 1991). 
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The table shows that the relative inequality index of urban income 
measured in terms of the Gini coefficient declined from 0.41 in 1963/64 to 0.38 
in 1988/89. The share of the bottom 40 per cent of urban households increased 
from 16.7 per cent of aggregate urban income in 1963/64 to 17.5 per cent: in 
1988/89. At the other end of the spectrum, the share of the top 5 per cent of 
urban households declined slightly from 21 to 20 per cent. The distribution 
pattern of urban income deteriorated in the mid-1970s compared with the early 
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1960s. Factors that led to increased inequality over this period’include the 
severe curtailment of production capacity caused by the War of Liberation, the 
dislocation in the economy brought about by the large-scale migration and 
resettlement of people, and severe droughts and floods during 1972—1974. The 
‘situation was further aggravated by the famine and consequent destruction of 
the assets of the low-income group from the 1974 to 1976. 

Developments since the mid-1970s have been rather mixed. Overall, income 
inequality appears to have lessened as indicated by a decline in the Gini ratio 
from about 0.51 in 1976/77 to 0.38 in 1988/89. Such a sharp fall in the urban 
Gini ratio, however, remains suspect. As pointed out earlier, the HES under- 
represents high income households. This has led to some clearly misleading 
findings. Thus, as per HES data, the share of the top`5 per cent of urban 
households in total urban income fell from about 29 per cent in 1976/77 to 20 per 
cent in 1988/89. This seems to contradict other evidence pointing to the growing 
concentration of underreported wealth and power in the top 5 per cent of urban 
households made possible by various policies relating to privatization.® 


Determining the Urban Poverty Line. HESs constitute the main source 
of information for most of the available studies on urban poverty. These surveys, 
however, have the following limitations: diversity in the method of imputation; 
lack of data at the household level, of uniform methods of recording the data flow 
and of time sampling; and shortcomings with the memory recall method, besides 
the problem of "missing cases." However, the data for 1983/84, 1985/86 and 
1988/89 are more reliable than for earlier years. 

Most studies have used the head-count ratio as a measure of poverty. 
However, there appear to be substantial discrepancies among the urban 
head-count estimates recorded for the same year because of differences in under- 
lying assumptions. Further, no single study has estimated head-count ratios for 
all the available time points—starting from 1973/74 and ending with 1988/89, 
the last year for which HES data are currently available. 

The set of prices used for costing the minimum diet or minimum calorie 
bundle constitutes a major source of discrepancy among various head-count 
estimates. In most of the earlier studies on poverty, the costing of the minimum 
diet was carried out by using urban retail prices for individual items. However, 
one important problem of this approach relates to the uncertainty regarding the 


5. As Khan and Hossain, op. cit., noted, "That the real consumption and income of the urban rich have 
increased at an unprecedented rate in the post-independence period is amply demonstrated by the 
phenomenal increase in the supply of luxury goods and services. The extent of increase in the volume 
of these goods and services cannot be quantified; but the phenomenon is too obvious to leave any 
observer in doubt as to the reality". 
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prices of commodities to be used as proxies for generic items, say, fish, included 
in the minimum diet. In general, because of data limitations, the aggregate 
effect of inappropriate costing seems to have resulted in an upward bias in 
determining the poverty line. 

A similar discrepancy exists in the provision of nonfood basic seeds for 
estimating the poverty line. The usual practice has been to add 20—25 per cent 
to the cost of food items. A closer look at the HES data, however, shows that for 
the average urban household the proportion of nonfood basic needs in the total 
expenditure steadily increased over time from 32 per cent in 1973/74 to 44 per 
cent in 1988/89. This includes the imputed value of owner-occupied housing. 
Most of the earlier studies did not allow a comprehensive set of poverty 
measures [including Foster-Greer-Thorbecke (FGT) class measures] for a given 
year. There is therefore a need to develop an alternative set of estimates of 
urban poverty. The HES data provided by BBS that can be used for this exercise 
are identical to those used in previous studies. Before presenting the findings, 
some observations on the methodology used for the reestimates are in order. 

A poverty line (based on expenditure level) has been computed by costing 
a per capita minimum diet of 2,112 kilocalories, and by adding to it a 40 per cent 
allowance for nonfood basic needs.® The main departure from the earlier studies 
is that the prices used for costing the minimum diet were derived from the 
information on the consumption of goods in physical quantities and the values 
available from the HES. Information on the per capita consumption of various 
food items and the per capita expenditure actually incurred to procure these 
items is available for five years, namely, 1973/74, 1981/82, 1983/84, 1985/86 and 
1988/89. 

Several advantages are associated with the use of HES implied prices. 
First, in this method, the average price of each of the generic items (e.g., fish 
pulses, vegetables) could be derived without the difficulties usually encountered 
in specifying prices of individual commodities to be taken as proxy for the 
generic items. Second, for luxury consumption items such as milk, meat and 
sugar, prices of specific commodities could be derived from HES data. Thus, in 
calculating the cost of the meat item, only prices for beef were used, since they 
are at relatively low rates compared with those for mutton and chicken. 
Similarly, with respect to sugar, only the price ofindigenous sugar (i.e., gur) was 
chosen. Third, the income/expenditure distribution in the rural population as 
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6. Following Khan and Hossain, op. cit., a bundle of food providing the specified level of nutrition (2,112 
kilocalories and 58 grams of protein per capita per day) has been identified based on a compromise 
between cost and consumer preference, and its cost for the urban areas was estimated. It may be pointed 
out that the estimated FAO requirement for calories for the population of Bangladesh (based on height, 
weight, age, sex and environmental temperature) is slightly higher than is adopted in E study (about 


2,150 vis-a-vis 2,112 kilocalories per person per day). 
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indicated by the grouped data (which provides the basis for estimating the 
poverty ratios) is the outcome of underlying HES prices. Hence, it would be more . 
logical to cost the minimum diet on the basis of prices derived from the HES 
data and then to apply the poverty line to the grouped data relating to 
income/expenditure distribution reflected in the HES reports. 


Poverty Trends. Table 2 shows the changes in the urban head-count ratio. 
The distribution of the population on a per capita scale is more sensitive to 
changes in the level of absolute poverty than is the distribution of households. 
Hence, head-count ratios are computed on a per capita basis. Per capita 
expenditure classification is preferred to per capita income classification because 
income is often underreported and consumption expenditure is a better approxi- 
mation of the actual welfare status of the population. It should, however, be 
noted that, given the limitations of the data, the concern is more with the broad 
directions of changes rather than with specific fluctuations in absolute poverty. 


Table 2: Trends in Urban Absolute Poverty 


Percentage of Urban Population in Poverty 
(Head-Count Ratios) 


1973/74 1981/82 1983/84 1985/88 1988/89 


Per Capita Expenditure 
Classification 63.2 48.4 42.6 30.6 33.4 


Notes: The poverty line used for the estimates for the present study has been computed as follows: the 
prices for costing the minimum diet were derived from the information on the consumption of goods 
in physical quantities and values available from the HES. Some 40 per cent of expenditure on food 
has been considered as a reasonable provision for nonfood basic needs at the poverty line 
expenditure. 


Sources: All calculations are based on per capita consumption expenditure data as reflected in the HES 
of BBS. 


As indicated in Table 2, the percentage of the urban population living in 
absolute poverty steadily declined from the early 1970s up to the mid-1980s 
(from about 63 per cent in 1973/74 to 31 per cent in 1985/86). Since the mid- 
1980s, the incidence of urban poverty has gone up from 31 per cent to 33 per cent 
in 1988/89, though the overall level is still lower than that which prevailed in 
the early 1980s. This is not unexpected in view of the disastrous floods in 1987 
and 1988, which led to a deceleration in both agricultural and industrial growth. 
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Having established the broad trend, which shows a decline in urban 


_ poverty, the question is whether this declining trend is a phenomenon entirely 


to be explained in terms of conditions that prevailed in the mid-1980s or the late 
1970s. 

However, only three points of observation relating to the late 1970s are 
available: 1976/77, 1977/78, and 1978/79. In addition, HES data compiled for 
these years suffer from two major limitations. First, the urban population is 
classified in the reports on a "per household" rather than "per capita” basis. 
Second, HES implied prices for the normative food bundle could not be derived 
directly for these years, because information on the consumption of food items 
is absent in these reports. 

For the sake of comparability with the HES data for the three years 
mentioned, the head-count ratios relating to other points of observation were 
also recalculated on a “per household" scale. The poverty line for three years was 
then determined in the following manner: First, the per capita poverty line 
estimated for 1973/74 was adjusted using the consumer price indices (CPIs) for 
the urban working class to estimate subsequent per capita poverty lines for 
1976/77, 1977/78, and 1978/79.” Second, the average size of households below 
the per capita poverty line was calculated from the surveys for which data 
pertaining to per capita expenditure distribution were available (i.e., for 
1973/74, 1981/82, 1983/84, 1985/86, and 1988/89). This yielded a mean of 6.40, 
which may be considered as the average size of households in the "below 
poverty" group. 

Taking this value as a yardstick, one can calculate the per household 
poverty line income (expenditure) level for each of the observations beginning 
with 1973/74 and ending with 1988/89 (Table 3). The new series of head-count 
ratiosis presented in Table 4, which shows that urban poverty increased sharply 
from 52 per cent in 1973/4 to 69 per cent in 1978/79.° A drop in the level of 
urban poverty becomes discernible only by 1978/79, at which point the matched 
figure is assessed at 55 per cent. Since 1978/79, the head-count ratio declined 
steadily up to 1985/86. This implies that the decline in urban poverty dates back 
to the late 1970s. The overall level of urban absolute poverty in 1988/89 was, 
however, still higher than the corresponding figure available for 1963/64.? 
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7. The consumer price indices for the urban working class that have been used for the purpose are as 
follows: 1973/74 — 100; 1976/77 — 132; 1977/78 — 151; 1978/79 — 171. 
8. Table 4 presents two sets of "per household" poverty lines, one based on HES implied price and the 
other based on an adjustment of the 1978/74 poverty line by the CPI for the urban working class! As 
evidenced from Table 4, the trends in poverty display similar pattern following both the methods. 
9. See M. Muqtada, "Poverty and Inequality: Trends and Causes", in Bangladesh— Selected Issues in 
Employment and Development, ed. R. Islam and M. Muqtada (New Delhi: International Labour 
Organisation/Asian Regional Team Employment Promotion, 1986). 
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Table 3: Poverty Line for Urban Areas 
(taka/month) 





Poverty Line 
Expenditure 1973/74 1976/77 1977/78 1978/70 1981/82 1983/84 1985/86 1988/89 





Per Capita 

Using HES 

implied price 97.8 E" 5 . 246.0 3087 3675 487.7 
Using CPI for 

Urban Working 

Class (97.8 129.1 1477 1072 2396 277.8 3433 441.0 


Per Household 
Using HES 
implied price €25.9 S Ze . 1,574.4 1,975.7 2,362.0 2,801.3 


Using CPI for 
Urban Working I 
Class (825.9) 8262 9452 1,070.3 1,533.5 1,777.6 2,197.0 . 2,822.4 


(CPI for Urban 
Working Class) 100 132 161 171 245 284 351 451 


.. = not available. 
Source: Authors’ estimates. 


Table 4: Head-Count Ratios for Urban Areas According to 
‘Per Household’ Classification 





Per Household Percentage of Urban Population in Poverty 
Expenditure 
Classification 1963/64 1973/74 1976/77 1977/78 1978/70 1981/82 1988/84 1985/86 1988/89 





Using Poverty 

Line Based on 

HES Implied 

Prie ` (32.0) 52.0 (67.7) (68.4) (54.9) 47.0 43.4 80.5 36.9 
Using CPI 

Adjusted 

1973/74 

Poverty line (32.0) 52.0 67.7 68.4 64.9 45.5 87.1 26.4 37.4 


Note: Figures for 1963/64 are from M. Muqtada (1986) originally estimated from the Report on the 
Quarterly Survey of Current Economic Condition in Pakistan, Household Income & Expenditure 
(July 1963 to June 1964), Central Statistical Office Economic Affairs Division, Pakistan. 


Source: Authors’ calculations based on HES data. 
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So far the discussion has centered around trends in absolute poverty 'as 
reflected in the changes in head-count ratios. The head-count measure is, 
however, insensitive to changes in the absolute level of deprivation as well asito 
distributional changes (and inequalities) among various subgroups of the poor. 
Thus, additional poverty indices are given in Table 5: the poverty-gap ratio (D; 
the Gini ratio of income (expenditure) inequalities among the poor (G^); the Sen 
index of poverty (Ps); and indices of poverty (P, and P) as suggested by 
Kakwani. These ratios are estimated for successive years of observation for 
which income (expenditure) distribution data are available on a per capita basis. 

Table 5 shows that changes in these poverty indices are in line with the 
trend observed earlier with respect to the head-count ratios. The depth jof 
poverty as represented by the poverty gap ratio steadily declined from 0.3 in 
1973/74 to 0.2 in 1985/86. However, the discrepancy in the result between 
different measures is most striking for the period from 1985/86 to 1988/89. For 
the head-countindex one finds that absolute poverty increased during the above- 
mentioned period from 30.6 to 33.4 per cent. Indicators such as the poverty gap 
ratio and inequality among the poor show a marginal improvement over the 
same period. The poverty gap ratio declined slightly from 0.231 in 1985/86 ito 
0.226 in 1988/89, while inequality among the poor fell from 0.1128 to 0. 1098. 

Both the Sen index of poverty (Ps) and its modified form as suggested by 
Kakwani (i.e., P,, which takes into account the inequality among the poor) 
support the declining trend in urban poverty during the period from 1973/74 to 
1988/89. Kakwani’s general index of poverty (P), which does not take into 
account the inequality among the poor, dropped from about 0.20 in 1973/74 to 
about 0.05 in 1988/89. The trend in the 1980s indicates that a redistribution ‘of 
5-10 per cent of the aggregate urban income from the nonpoor to those 
remaining below the poverty line would have been required to elevate the latter 
to just above the poverty line. 

The above trends in urban poverty are also indicated by FGT additively 
decomposable poverty measures, as presented in Table 6. Of special interest'is 
the trend in urban poverty over the last subperiod. While both the head-count 
ratio and the FGT poverty gap index registered an increase between 1985/86 and 
1988/89, the distributionally sensitive measure (P,) declined slightly from 2. 43 
to 2.36 over the same period. Roughly speaking, people with consumptión 
around the poverty line did not fare well over this subperiod, while the poorest 
fared better. 








10. Nanak C. Kakwani, Income Inequality and Poverty: Methods of Estimation and Policy Implications 
(New York: Oxford University Press, 1980). 
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Table 5: Estimation of Sen and Other Poverty Indices* 


Index š 1973/74 1981/82 1983/84 1985/86 1988/89 
Inequality Among the Poor (G^) 0.1 0.2 0.1 0.1 0.1 
Per Capita per Montk Mean 

Income of the Poor, Tk (M") 66.3 171.0 222.8 - 282.6 338.8 
Per Capita per Month Poverty 

Line Expenditure, Tk (X^) 97.8 246.0 3087 . 367.5 437.7 
Head-Count Ratio (A) 0.6 0.5 0.4 0.3 0.3 
Per Capita per Month Mean 

Urban Income (M) 99.4 317.9 396.5 581.2 695.3 
Poverty Gap Ratio 

(Income Gap Ratio) (D 0.3 0.3 0.3 0.2 0.2 
pe MO 

X D 

Sen Index of Poverty 

Ps =H [I + -D G@] 0.3 0.2 0.2 0.1 0.1 
Kakwani Index of Poverty 

(taking into account inequality 

among the poor), P. 0.3 0.2 0.1 0.1 0.1 

H 

P, = — [X*- M °*(1- Or 

ET. ( 
Kakwani Index of Poverty . 

(without taking into account 

inequality among the poor), P 0.2 0.1 0.1 0.04 0.04 
p-HX M` 


a Indicators are estimated on the basis of expenditure data collected by BBS. 
Source: Authors’ calculations based on HES data. 


While the above indicates an improvement in urban poverty in the 1980s, 
the result appears to be incompatible with the trend in macro indicators as per 
BBS national accounts." The latter indicates a deceleration in agricultural and 
overall economic growth anda decline in public sector investment and savings 


11. M. Ravallion, "The Challenging Arithmetic of Poverty in Bangladesh", The Bangladesh Development 
Studies, vol. 18, no. 3 (September 1990). 
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Table 6: FGT Measures of Urban Poverty in Bangladesh 





(Percentages) 
FGT Measure ~ Source 1973/74 1981/82 1983/84 1985/86 1988/89 
Head-Count Ravallion (1990) e 62.3 54.6 43.7 $8 
Ratio, P(0) Present Estimate 63.2 48.4 42.6 30.6 33.4 
FGT Poverty Ravallion (1990) d 22.2 17.5 12.3 SS 
Gap, P(1) Present Estimate 21.1 14.9 12.1 7.3 7.1 
Distributionally Ravallion (1990) " 10.3 7.5 4.7 S 
Sensitive Present Estimate 9.5 6.2 4.7 2.4 2.4 
Measure, P(2) 
.. n not available. 


Notes: The estimates cited from Ravallion, op. cit., are based on per capita consumption expenditure data 
using the BBS 1981/82 poverty line adjusted for inflation. The poverty lines used for the present 
study have been computed as follows: the prices for costing the minimum diet were derived from 
the information on the consumption of goods in physical quantities and values available from the 
HES. Forty per cent of expenditure on food has been considered as a reasonable provision for 
nonfood basic needs at poverty level expenditure. 


Sources: All calculations are based on consumption expenditure data. 


ratio. However, BBS national accounts data are not necessarily more reliable 
than those in the HES, since incomes derived from the urban informal sector are 
usually underreported in the national accounts. 


The Urban Labor Market and Poverty 


Patterns and Characteristics of Migrants. A key variable in under- 
standing the relationship between rural and urban poverty is rural-to-urban 
migration. A significant part of the urban labor force is also comprised of 
migrants. It is therefore important to understand the process of migration to 
urban areas. Two pertinent questions may be asked. First, why do people 
migrate and how are they absorbed into the urban economy? Second, how does 
migration affect the socioeconomic condition of the urban poor? Several studies 
and surveys are used to shed light on these issues. 


12 Asian Development Review 


The first study, by Amin,” is based on a comprehensive sample survey 
conducted in 1979 in Dhaka City of 437 randomly selected informal enterprises 
and 790 participants engaged in them.'? According to this study, migrants (i.e., 
those not born in the city) comprised 70 per cent of the informal sector labor 
force in Dhaka. The corresponding figures for the formal sector and total Dhaka 
City population were 37 per cent and 61 per cent, respectively.“ Moreover, the 
majority of the workers (57.5 per cent) and 42.5 per cent of the owners of the 
sampled enterprises had been in the city for less than five years. The proportion 
of recent migrants was found to be highest in sales, followed by construction, 
transport, production and services. 

Several other studies of urban slum dwellers lend support to this conclu- 
sion. For instance, Afsar and Hossain, in a study of 200 slum and 400 non-slum 
dwellers in four areas in Dhaka City, find one third of recent migrants employed 
in the transport sector, compared with one tenth among early migrants. Sen 
and Islam similarly find a higher proportion of recent migrants engaged as 
construction and day laborers, while a greater proportion of migrants who had 
been in the city for more than ten years were engaged in trade or business. 

The studies also show that the condition prior to migration, in terms of skill 
or asset holding, has a strong impact on the postmigration occupation of the 
migrant within the informal sector. For instance, Amin finds that construction 
and transport workers were predominantly those who had been family or farm 
workers prior to migration. Production workers had previously been artisans or 
students. 

Afsar and Hossain similarly find that the occupational changes associated 
with migration are such that those currently employed as laborers were either 
unemployed or worked in agriculture prior to migration. Transport and construc- 
tion workers were also predominantly engaged in agriculture before migration. 
For other occupational groups such as rentiers, the self-employed, or those in 
business, a striking similarity in occupational structure was seen to prevail after 
migration, compared to the premigration situation. 


12. A.T.M.N. Amin, "Urban Informal Sector: Employment Potentials and Problems," in Bangladesh: 
Selected Issues in Employment and Development, ed. R. Islam and M. Mugtada (New Delhi: International 
Labour Organisation/Asian Regional Team Employment Promotion, 1986). 

18. The sampling frame for this study included all those economic enterprises with less than ten workers 
and that met other characteristics such as the temporary or semipermanent nature of the structures, 
nonregistration of the units, among others. 

14. The figures for the city population and the formal sector were derived from other studies cited in 
Amin, op. cit. 

15. R. Afsar and M. Hossain, Urbanization and Urban Poor in Bangladesh: Issues, Trends and 
Challenges (Dhaka: Bangladesh Institute of Development Studies, 1992). 

16. B. Sen and Q.T. Islam, "Monitoring Urban Poverty in Bangladesh: Issues and Trends" (Dhaka: 
Centre for Integrated Rural Development of Asia and Pacific, 1993, Mimeographed). 
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Over time, however, the position of migrants may have improved in terms 
of skill levels or employment status (Table 7), or in terms of occupational 
mobility. For instance, Afsar and Hossain find that, over time, transport workers 
are absorbed more in the service sector, from 14 per cent among recent migrants 
to 35 per cent among the early migrants. For women especially, the chances |of 
being absorbed in the garment and other industries increased with longer stay 
in the city. Other positive conclusions about the consequences of migration 
include a lowering of fertility rates over time and an increase in the labor force 
: participation rates of women, besides improved access to basic services such las 
safe drinking water, piped gas (illegal), electricity, housing, and educational 
opportunities for children. 

The long-term consequences of migration cannot, however, be readily 
generalized. This is clear from a sociological study by Siddiqui et al., which 
compares different characteristics of the poor and nonpoor in Dhaka City in both 
the formal and informal sectors." Several poor groups in the informal sector 
were identified in the study, such as squatters as opposed to slum dwellers, 
rickshaw pullers, domestic servants, beggars, and prostitutes. The conclu- 
sions on rickshaw pullers corroborate some of the findings of other studies about 
the betterment in the economic position of migrants over time, since 15 per cent 
of the rickshaw pullers were able to acquire land in the villages.” 

However, for extremely marginal occupations such as begging and prosti- 
tution, the move to the city often represented downward mobility. Thus, beggars 
were found to have been mainly agricultural laborers or house servants priox to 
migration. In the city, too, most had worked in marginal occupations such as 
rickshaw pulling, cart driving, vending, and serving as domestic help before 
becoming beggars. Most poor prostitutes, on the other hand, came from the 
middle and poor peasantry and the urban working class. Poverty made young 
females particularly vulnerable, especially in large families where one or both 
parents had died and where daughters outnumbered sons. Sen and Islam 
similarly found that 56 per cent of very recent migrants (within the last three 
years) reported a deterioration in their living standards, as did 38 per cent of 
older migrants. 

The poor in the formal sector, defined in Siddiqui's study as employed 
manual workers and employees of public statutory corporations, provide a 
further case for comparison. For 31 per cent of respondents, their present jobs 





17. K. Siddiqui et al., Social Formation in Dhaka City (Dhaka: University Press Limited, 1990). 
18. Squatters are defined as those residing on land without any municipal holding number. Slums are 
residential areas of very high population density (over 300 person/acre) and high room crowding, poor 
housing and poor access to basic amenities. 

19. According to one estimate there were 220,000 rickshaw pullers in Dhaka City in 1988. 
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were their first ones. And for those who had previous occupations, a transition 
from nonformal to formal jobs, and from casual to regular employment, couldibe 
discerned. The average length of stay of the respondents in Dhaka was also 
higher in comparison with the poor in the informal sector in the sample. 
Other aspects of the migration process on which the studies shed light have 
to do with rural-urban linkages in the form of remittances or social links, and 
with the role of information in inducing migration. Afsar and Hossain m 
particular emphasize the fact that 100 per cent of migrants from both slums and 
nonslums had prior information about their initial place of settlement in Dhaka 
through friends and kin. Such networks were also important in finding shelter 
and getting financial help. As a result, migrants, particularly poor ones, did not 
lead a solitary existence in the city. Both migrants and nonmigrants were also 
found to have made remittances to relatives, though the proportion that did 80 
was higher for the former (about one half) compared with the latter (one third), 
Siddiqui et al. found that the category most cut off from their village of 
origin was made up of beggars, prostitutes, and squatters, particularly female- 
headed households among the squatter population. Full-time domestic servants, 
on the other hand, regularly sent money to support the families they left behind 
in the villages. The same was true of rickshaw pullers. Interestingly, the poor 
in the formal sector maintained strong links with the villages and were also 
involved in cultivation under share-cropping arrangements. Half of the wives of 
respondents in this category stayed in the villages. 
The notion that migration is an engine of growth is best supported by the 
comparatively recent growth of the garment industry in Bangladesh. The 
industry has added an important dimension to the urban labor supply in that 
70—80 per cent of the three million workers in garment factories are females. 
Table 8 shows that, prior to employment in garment factories, most 
migrants were either students or involved in unpaid housework. Further, it was 
found that, for both male and female workers, friends and relatives were |an 
important means of entry into factories. Some 42 per cent of female workers 
were also found to have a mother, sister, brother, or spouse working in the same 
factory. In terms of reason for migration, 50 per cent had migrated with the 
specific purpose of working in a garment factory. 








Employment Patterns and Characteristics of the Poor. Differences 
in the employment pattern and other characteristics of the poor as opposed to 
the nonpoor are crucial in understanding the urban labor market and the 
poverty syndrome. First, there were significant changes in the sectoral composi- 
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tion of the labor force between 1974—1983/84 and 1984-89.” Agricultural 
employment has declined in absolute numbers, while manufacturing, trade, 
transport, and construction have absorbed most of the increases in the labor 
force. Some of these sectoral shifts are due to a reallocation of labor time 
between agriculture and non-agriculture in rural areas.” 

At the same time, the urban sector has grown in importance, with the 
change in urban employment as a percentage of the change in total employment 
showing an increase in recent years.? There has been a similar increase in the 
industry-urban ratios.” In 1989, the share of manufacturing employment 
(including large, medium, small and cottage industries) in aggregate nonfarm 
employment was about 43 per cent. A significant number of manufacturing 
establishments were, however, household-based activities, so that large-scale 
manufacturing in the formal sector proved to be relatively unimportant jin 
absorbing the labor force. This conclusion is bolstered by looking at the employ- 
ment indices of industrial workers in eight major industries, which, however, 
accounted for only 4 per cent of total manufacturing employment in 1989. Only 
the fertilizer industry could record any significant increase in employment over 
a fairly long period. Manufacturing employment is also concentrated in few 
regions. The two districts, Dhaka and Chittagong, accounted for 20 per cent and 
16 per cent, respectively, of total employment in manufacturing, and for 29 per 
cent and 11 per cent, respectively, of the total number of establishments. 

Two types of available studies are used to understand the employment 
pattern of the poor—studies of informal enterprises and studies based on 
squatter settlements.™ Siddiqui et al. give a broader picture that includes all 
socioeconomic classes in Dhaka, so that a comparison can be made between the 
poor and the nonpoor. A somewhat limited picture of the poor and nonpoor in 
urban slums is also available from Sen and Islam. 


20. This is deduced from data given in the Population Census and Labor Force Surveys of various years. 
It should also be noted that the 1989 Labor Force Survey shows a much bigger size. of the total labor 
force and high participation rates of women in rural areas because of some definitional changes. 
21. The LFS data refer to changes in the sectoral labor force and not in labor use, since labor is 
classified on the basis of the primary source of employment. This implies that a slight reallocation of 
labor time would show up as a much greater change in the sectoral composition of the labor force. 
22. This has increased from 5.2 per cent in 1961 to 16.8 per cent in 1989, ignoring the definitional 
changes in the 1989 LFS. 
23. Authors’ calculations based on data given in LFSs of various years and the Statistical Yearbook of 
Bangladesh, 1991, show that this has increased from 0.16 in 1974 to 0.87 in 1989. 
24. For the former, see Amin, op. cit.; N. Khundker, Technology Adaptation and Innovations in the 
Informal Sector of Dhaka (Bangladesh), World Employment Programme Research Working Paper 
(Geneva: International Labour Organisation, 1989); and N. Khundker, "Innovation Strategies and the 
Firm: An Analysis of Firm Behaviour and Technology Adaptation in the Informal Sector of D 
Bangladesh" (Ph.D. dissertation, Boston University, 1992). For the latter, see Centre for Urban Studies, 
The Urban Poor in Bangladesh: Comprehensive Summary Report (Dhaka, 1990). 








18 Asian Development Review 


Amin’s study of informal enterprises in Dhaka shows that there is a greater 
incidence of family labor and employers or self-employed relative to hired labor 
in the informal sector, compared with the total urban labor force. There is a 
similar preponderance of unskilled occupations such as street selling and petty 
retailing, repair and various personal services, construction, rickshaw pulling, 
and other informal transport. Only 7.1 per cent of enterprises in his sample were 
made up of crafts and other manufacturing activities. However, as noted earlier, 
for the case of migrants, there is some occupational mobility over time that is 
dependent on skill development. Intrafirm mobility is also characterized by skill 
upgrading from helpers to semiskilled labor to skilled labor, finally leading to 
the setting up of independent enterprises.” For poor industrial workers in the 
formal sector, both education and skill play a part in intrafirm mobility.” 

The occupational profile of squatter households in Dhaka showed that 57.3 
per cent of the household heads were rickshaw pullers, paper collectors, cart 
pullers or in petty trade; 37.8 per cent were in wage employment; and 4.8 per 
cent were unemployed or beggars. The occupational pattern was found to be 
similar for other members of households. For female household heads in the 
squatter population, the majority were found to be maids, followed by beggars, 
petty traders, brick breakers, cleaners, cooks, and the unemployed. 

Similarly, the total number of working children in Dhaka was estimated to 
be 7.7 per cent of the total city population, excluding beggars and street urchins. 
Children were found to work mainly as garbage scavengers, porters or coolies, 
vendors, tiffin carriers, shoeshine boys, brick/stone breakers, rickshaw pullers, 
house servants, industrial workers, and helpers in transport or workshops.? 
A1984 survey by the Underprivileged Children’s Employment Program covering 
all of urban Bangladesh found domestic service followed by street vending to be 
the dominant occupations among children. Domestic servants are the other 
major category of the informal labor force which, in 1974, formed 3.5 per cent of 
the population of Dhaka. By 1985, this number had increased to 4.6 per cent.” 
Various estimates also suggest that one million people, or one sixth of the city’s 
population, are employed in the rickshaw industry as pullers, manufacturers, 
suppliers, etc. Similarly, 20,000 beggars and 25,000—30,000 prostitutes can be 
included in the very marginal occupations of Dhaka. 


25. Khundker, op. cit. 

26. P. Majumdar and S. Choudhuri, “The Socioeconomic Condition of the Female Workers in the 
Garments Industry of Bangladesh" (Dhaka: Bangladesh Institute of Development Studies, 1991); and 
Siddiqui et al., op. cit. 

27. Siddiqui et al, op. cit. 

28. S. Jahan, "Household Labour: The Bangladesh Perspective" (Dhaka: Bangladesh Law and Develop- 
ment Institute, 1989, Mimeographed). 
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The occupational profile of residents of slum and squatter settlements, 
however, varies according to location. By and large, the poor in these settlements 
work as industrial workers, day laborers, or transport workers, or are engaged 





‘in petty trade, services, and manufacturing. 


How does this occupational pattern compare with the occupational pattern 
of the nonpoor? The nonpoor were found to have worked mostly in services or in 
trade or business or to have derived income from rent.” Moreover, occupational 
patterns appear to have been determined largely by skill levels and education, 
with obvious policy implications for the reduction of urban poverty. | 

Within the urban slum population, a differentiation can be made between 
the poor and the nonpoor groups. It is also obvious that not all those employed 
in the informal sector can be categorized as poor. Several characteristics of the 
poor as opposed to the nonpoor emerge from the study of urban slums by Sen 
and Islam. Thus the poor, who categorized themselves as chronic or occasionally 
deficit households, were found to have (i) a lower male labor force participation 
ratio and a higher participation rate for females; (ii) a higher incidence of 
female-headed households; and (iii) differences in living standards in terms of 
clothing, housing, education, health, and sanitation. The nonpoor in the study 
were those who, by their own criteria, were self-sufficient or surplus households. 
A similar distinction can be made between the poor in the formal and informal 
sectors. The former have higher levels of education, and the illiterate among 
them constitute only a small proportion. Most have a village home and own land 
in the villages, while a certain proportion own some urban land.” | 


See Wises and Productivity. It is essential to analyze the 
determinants of—and the trends in—wages and incomes in both the formal and 
informal sectors, particularly the wage gap between them, and to understand 
the incidence of urban poverty. It is similarly important to understand the 
relationship between trends in productivity and changes in the wage structure, 
as well as the productivity differentials between the two sectors. 

The trend in the real wage rates of industrial workers for all employees and 
also that of operatives indicates that real wage rates have fluctuated from year 
to year, with some improvement in recent years. However, data for 1980/81— 
1990/91 show that the magnitude and rate of increase in wages for skilled and 


i 


29. This is based on a survey by Siddiqui et al, op. cit., which includes all households who pay a 
municipal holding tax in Dhaka City, covering 2,960 such unita. The findings show that 43.4 per cent 
of the sampled heads of households were professionals or in the service sector, 37.6 per cent in trade and 
commerce, 12.5 per cent in occupations requiring low skills or low educational level, while 7.4 per b 
were without any occupation in the formal sector. 
30. See Siddiqui et al., op. cit., ch. 6. 
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unskilled workers have differed across industries. Unfortunately, for the small 
and cottage industry group, wage data are not available by skill category, but 
the average wage rate is, as expected, lower. 

According to one study, interindustry wage differentials mainly reflect 
differences in the interindustry composition of occupations and are due to 
differences in human capital endowments of the different groups of labor?! 
Differences between piece and time rates are also important in explaining 
differences in wage rates. Worker characteristics such as educational level, age, 
experience within the firm, and length of stay in the city were also found to be 
significant variables in explaining the wage differentials of workers in the 
garment industry in a study by Majumdar and Choudhuri.? They also found 
that male-female wage differentials decreased with the education and skill 
levels of workers. Mondal similarly found that for most industries in the formal 
sector, the male-female wage gap could be explained by sex differences in 
occupations and not by sex differences in wage rates within particular 
occupations. This implies that improvements in earnings are directly related to 
the educational status and skilllevels ofthe workers, particularly for vulnerable 
groups such as women. 

Skill differentials were also found to be an important factor in determining 
differences in earnings in informal manufacturing activities, with skilled 
workers earning a wage premium.” The utilization of skills by informal 
enterprises, however, depends on the type of technology or product group, with 
some activities such as machining requiring heavy investment in skills 
compared with other activities such as plastic manufacture. The aggregate data 
available from BBS, and disaggregated data from special surveys give a further 
indication ofthe relationship between earnings and occupations in urban areas. 
These data show that non-agricultural wage labor accounts for 14.5 per cent of 
urban incomes. The average monthly income per household for this group was 
Tk 2,699." Given that the per household poverty level for 1988/89 using HES 
implied prices in this study was taken to be Tk 2,801.28, the entire group of 
non-agricultural wage labor was geen to have fallen below or around the poverty 
line. This includes a proportion of other occupational categories such as trade 
and services and office work. Employees and day laborers as a group accounted 
for 45.8 per cent of the total number of workers in all major occupations. 


31. A.H. Mondal, Trade Unionism, Wage and Labor Productivity in Manufacturing Sector of Bangladesh, 
Research Report, no. 133 (Dhaka: Bangladesh Institute of Development Studies, 1992). 

32. Majumdar and Choudhuri, op. cit. 

33. Khundker, op. cit. 

34. See Bangladesh Bureau of Statistics, Report of Bangladesh Household Expenditure Survey 1988-89 
(Dhaka: Ministry of Planning, 1991). 


Urban Poverty in Bangladesh 21 


A sample survey of various areas of Dhaka shows that, in general, real 
wage rates have increased for various skilled and unskilled occupational groups, 
although there is a yearly variation depending on the demand and supply 
situation. Thus, wages in construction have experienced an upward pressure in 
particular years because of international migration. The growth of new 
industries such as garments had a similar effect. on the wages of maids. i 

Several other surveys have investigated the income pattern of the urban 
poor. In 1989, a Ministry of Land survey of about 50,000 families living in 
squatter families in Dhaka City found that 18.8 per cent of families earned less 
than Tk 500 per month. These represented mainly those in marginal occupations 
such as domestic attendants, beggars, and child laborers. The next level of 
occupations included beggars and lower cadre office employees, who earned 
between Tk 501 and Tk 1,000 and comprised 38.75 per cent of the squatter 
families. Some 34 per cent of the families earned between Tk 1,000 and Tk 
2,000, and these included occupational groups such as rickshaw pullers, small 
businessmen, and other professionals. Only a small proportion (8 per cent) of the 
families earned more than Tk 2,000 per month, and these included drivers and 
waiters. Other studies of squatter settlements in Dhaka and Chittagong found 
that most of the families earned less than Tk 1,000 per month.” 

The difference in earnings between the formal and informal sector poor is 
such that household heads in the former earned an average income that was 
double that of the latter (Tk 1,461 per month versus Tk 733). The formal sector 
poor also received various benefits, which meant that they were much better off 
compared with their informal sector counterparts.?? 

A further issue of importance is the relationship between trends in indus- 
trial productivity and wages in the formal sector. In addition, it is of interest to 
know the size of the productivity differentials between the formal and informal 
sectors, given the significance of the latter in providing employment to the poor. 

In recent years, productivity has declined in a number of important 
industries such as jute, steel, cement, and petroleum products. Various factors 
explain this downward trend in productivity. The jute industry, for instance, 
faced a decline in world market demand because of competition from synthetics, 
and was characterized by poor industrial relations, overstaffing, etc. 

Mondal found a positive relationship between wages and productivity in th 
cotton textile industry, but for the jute industry, wages were found to have 
increased at a rate higher than labor productivity, largely because of the 


gtrength of labor unions. 
P6649 


35. Centre for Urban Studies, The Urban Poor in Bangladesh: Comprehensive Summary Report (Dhaka, 
1990). 
36. See Siddiqui et al., op. cit. 
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An interesting piece of research on productivity in Bangladesh manufactur- 
ing that estimates year-to-year changes in total factor productivity (TFP) for 
1974/75—1984/85 suggested that (i) total factor productivity declined over the 
period, with only 35 per cent of establishments attaining positive TFP growth 
rates; (ii) the New Industrial Policy measures introduced in 1982 (trade 
liberalization, tariff rationalization, reforms in the financial and public sectors) 
have had little evident effect on industrial growth; and (iii) there are good 
prospects for small industry-led growth (with a concomitant increase in 
employment).” The study notes that the capital-labor ratio was substantially 
higher while the capital-output ratio was substantially lower in large units 
compared with small and medium ones. Moreover, individual-entrepreneur and 
firm-level efficiency rather than type of industry were found to be more 
important factors in explaining productivity growth. 

Earlier studies by Amin found substantial productivity (single factor) 
differentials for firms in the formal and informal sectors. According to him, labor 
productivity in the formal manufacturing sector was 2.61 times that in the 
informal sector. Khundker, on the other hand, found that very small firms (less 
than ten workers) are efficient in terms of utilizing scarce resources and 
responding to opportunities and constraints over time, besides showing 
considerable innovative potential. The scope for increasing productivity is 
related not only to training but also to the availability of new technologies and 
an enhanced capacity to innovate, very often by copying imported products and 
processes. 


Access to Basic Needs and Services 


Besides income, the entitlement system of the urban poor in terms of access 
to basic needs and services is an important determinant of the level of poverty. 
Table 9 illustrates this point. Although basic indicators such as the crude birth 
rate, crude death rate, and infant mortality rate are lower in urban areas than 
in rural areas, there is a significant difference in these indicators between the 
urban slum and nonslum populations. 


Health, Nutrition, and Family Planning Services. Access of the urban 
poor to health care services is very limited. According to one study, the health 
care system of the country is designed primarily to look after the rural areas.” 


87. GR Sahota, M. Haque, N. Hossain, and K.K. Sanyal, "South Asian Development Model and 
Productivity in Bangladesh", Bangladesh Development Studies, vol. 19, nos. 1 and 2 (1991). 
38. See Center for Urban Studies, op. cit. 
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The urban poor have access to district or city hospitals or the national hospitals 
located at the upper end of the national referral system. However, overcrowding, 
long waiting periods, transport costs, and the high cost of medicine discourage 
the use of these services. As a result, most of the poor resort to homeopaths and 
quacks for treatment. Government facilities are also unevenly distributed; in 
Dhaka, more than half are located in 3 out of 75 wards of Dhaka City Corpora- 
tion. Services provided include family planning and immunization throughia 
network of outreach clinics. However, the provision of primary health care is 
constrained by limited resources. 





Table 9: Birth Rate, Death Rate, and Infant Mortality Rates in 
Urban, Rural, and Slum Populations 


(per thousand) 
Urban ' 
National Rural (nonslum) Urban Slum 
Rate 1981 1981 1981 (1980 range) 
Crude Birth Rate 34.6 35.7 28.4 28.53 to 39.29 
Crude Death Rate 11.6 12.2 7.2 43.62 Highest) 


Infant Mortality Rate 111.5 112.2 99.4 152.00—180.00 


Source: Report of the Task Forces on Bangladesh Development Strategies for the 1990s, vol. 8 (Dhaka: 
University Press Limited, 1991), Table 20, p. 435. 





Involvement of nongovernment organizations (NGOs) in the urban sector 
is also comparatively recent. A number of NGOs are now active in providing 
health services such as preventive care, maternal and child health care, family 
planning, and immunization services. The approach by some of the NGOs such 
as the Aga Khan Community Health Program involves the training of volunteers 
from the community and greater emphasis on local level organization. The 
Urban Volunteer Program operated by the International Center for Diarrheal 
Research has also been successful in creating awareness and referring patients 
to appropriate service delivery outlets, using volunteers from the community. 
The United Nations Children’s Fund-funded Slum Improvement Project has'a 
significant health component and has been successful in improving the health 
of the target population. Along with health care, NGOs also provide nutritive 
care and monitor the nutritional status of urban children. 
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Education, Training, and Skills Development. A further aspect of 


urban poverty is the limited access of the poor to educational opportunities. This E 


is true for both primary education and general or technical education for adults, 
so that the scope for enhancing skills and productivity is extremely restricted. 
Inthe context of a segmented labor market, this means that the poor-are e forced 
to be a part of the low-wage sector. E 
An important initiative in this regard is a nonformal education aston 

started by NGOs and taken up by the government on a limited scale. The feature - 
of the system is to fix the school hours according to the children’s work schedule, 
since most of them are in the labor force. Some food and educational materials 
are provided for free, with support from the community. The objective is to 
provide children with vocational skills after completion of primary education or 
to absorb them into the formal education system. Work opportunities for skilled 
children are also being opened up where possible. This educational Ge 
appears promising and should be further explored. 


Electricity, Water Supply, Sewerage, and Transport. Various studies 
of poor urban settlements show that the supply of basic services such as 
electricity, water supply, and garbage, and sewerage disposal is highly skewed 
in most cities.” As a result the poor are extremely deprived. For instance, less 
than 40 per cent of the population in poor settlements have safe drinking water. 
Most of the population in these settlements share makeshift latrines or have no. 
latrines at all. The unsanitary conditions are a major cause of various communi- `, 
cable diseases and other ailments. Most households cannot afford electricity and. 
sometimes resort to illegal connections. In transport the. poor- are mostly I 
providers of services (e.g., as rickshaw pullers) rather than users. ; 


Land and Housing. Unequal access to land and housing is probably one " 
ofthe most significant variables determiningtheinadequateentitlementsystem ` ` 


of the urban poor. In Dhaka the poor (or low-income group), which account for .: l 


70 per cent of the total population, have access to only 20 per cent of the city's. 
residential land. This skewed distribution of landholding is a result mainly of 
deliberate policies of the government favoring the upper income classes.” In 
some cities (e.g., Chittagong), two thirds of the land is in the public domain. The 
housing situation is similarly acute. The urban poor occupy, on average, less,” 
than 3 square meters per capita compared with the average per capita living 
space of about 15 square meters. Most housing is provided by the private sector ` 


39. Ibid. 
40. N. Islam, “The Poor's Access to Residential Space in an Unfairly Structured City—Dhaka", Oriental 
Geographer, vols, 29 and 30 (1986). 
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in squatter, rental, and owner-occupied accommodations. Government rental 


- housing and government-built, owner-occupied housing constitute only about 7 


per cent of the total urban housing. Only about 2 per cent of the urban housing 


‘occupied by the poorest households with incomes below Tk 600 per month is in 


. squatter settlements, with no rental or ownership tenure.’ 


Given that housing is more than just shelter for the poor but is the basic 
unit around which different income-generating activities are organized, it 
deserves special attention. The same applies to purely business premises for 
informal sector activities. The "informal" industrial areas, in particular, are 
badly serviced. Some security of tenure is a prerequisite for the provision of 
credit to the urban poor, and there is a need to organize different 
income-generating activities at the household level. 


Financing and Resource Mobilization. While international agencies 
and NGOs are increasingly involved in the provision of different basic needs and 
services in urban areas, the chief responsibility for providing infrastructural 
service is with the municipal governments and the field administration of the 
central government.” Different ministries and directorates are also involved 
in the financing, planning, and administration of these services. The inadequa- 


: cies in the level and coverage of services can be traced to the lack of funds and 
` ' inefficient planning and coordination. Municipal governments are faced with 


^ 


large loan liabilities, unpaid bills and huge tax arrears. As a result, they have, 


` ` over time, increasingly depended on government grants. The largest potential 
-. for an increase in revenues lies with the property tax, despite the difficulty in 
` collecting it. 


` |The low level of physical and social infrastructural services is indicated by 


` the fact that the public expenditure/gross domestic product (GDP) ratio was only 


. 17.per cent during FY1981—1988, one of the lowest in the Asian region. This in 


turn reflects low resource mobilization efforts, with the current revenue/GDP 


E ratio being only 9.1 per cent during the same period. 


While the magnitude of public expenditures is low, it is also not efficiently 


‘allocated from.the point of view of poverty reduction. The revenue structure, on 


the other hand, is not biased against the poor. In FY1986, the tax/income ratio 


` was estimated at 7.14 per cent of household income for those above the poverty 
line, and only 4 per cent for the poor. Indirect taxes were similarly levied on 


commodities with substantial import content, consumed mostly by those above 


41. See World Bank, Urban Sector Memorandum (Washington, D.C., 1981). 

42. There are 491 urban centers of different sizes, of which 111 have formal municipal governments. For 
a more elaborate discussion of financing issues and data, see World Bank, Bangladesh, Managing the 
Adjustment Process: An Appraisal, Report No. 8844-BD (Washington, D.C., 1990). 
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the poverty line.* The expenditure on education is illustrative of the inefficient 
allocation of expenditures. One estimate shows that benefits to the poor are 
substantially below the mean expenditure on education. On the other hand, the 
government health care system seems to be biased toward the poor in urban 
areas, largely because of quality differentiation between private and government 
health services. As a result, most upper income households look for better 
quality services in the private sector. 


Political Economy of Urban Poverty Reduction 


The Role of the State and Political Parties. The postcolonial state in 
most Third World countries is interventionist in nature and takes an active part 
in development administration. In principle, therefore, the state, with its 
administrative machinery, should play the dominant role in devising and 
executing a strategy for poverty reduction. In actuality, the nature and scope of 
state action is circumscribed by the concerns and manipulations of various 
pressure groups. In this setting, the extent to which state power emanates from 
the poor will be an important determinant of the breadth and content of 
different policies. Equally important is the nature of the bureaucracy. In recent 
years, the ability of the state to carry out independent policies has been 
restricted by the leverage exercised by aid agencies. 

“Poverty alleviation", as an avowed objective, has been accepted by policy- 
makers and enshrined in plan documents, particularly the first and the fourth 
(the current) 5-year plans. The same is true for the principle of ensuring "an 
adequate diet for all" frequently enunciated by the Prime Minister. Actual 
policies, however, leave much to be desired. 

Political parties have likewise not come up with any concrete package of 
reforms. Their manifestos and programs reflect broad goals and do not provide 
an extensive analysis or a discussion of explicit measures to achieve these 
goals.“* In recent years, the sharp division between political parties has 
centered on religious, cultural and political issues that have completely 
overshadowed the development agenda of the parties. There is also a marked 
absence of democratic practices within political parties, and a system of 
patron-client relationships has emerged within the party hierarchy and also vis- 


43. See World Bank, op. cit., 1981. 

44. Traditionally, the area of concern for political parties has been rural poverty or action based on 

organized labor, e.g., minimum wage laws. The unorganized urban poor are entirely left out of the 
. agenda. Several parties, e.g., the Jamaat-e-Islami and the Awami League, support the promotion of 

labor-intensive or small-scale industries in their programs. 
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à-vis the state. This system of patronage has been important in shaping 
policies and practices related to the privatization process, the disbursement of 
credit, and the procurement of imports. 

Arguably, in this system, a franchise does not adequately ensure a 
representation of the interests of the poor without special advocacy groups, as 
well as more effective organizations of the poor themselves. On the other hand, 
past policy biases have increasingly marginalized the poor in terms of access to 
land for housing, business, and social infrastructure.*” A development agenda 
_ that articulates the interests of the poor is therefore necessary but will depend 
on the extent to which they are empowered within existing institutions and on 
their links with political parties and other groups. 


Trade Unions. Trade unions are a powerful force in the political scene of 
Bangladesh, representing 3 per cent of the total labor force and one third of 
regular formal sector employees. Most trade unions are linked to political 
‘parties, which gives them considerable leverage. The accusation has been made 
that trade unions are also a part of the same system of patronage in relation to 
the state and opposition political parties. The wage-setting process is such that 
there is no allowance for industry-specific productivity differences and plant- 
level bargaining. Wages are centrally determined by Wages and Productivity 
Commissions for blue-collar workers and by National Pay Commissions for other 
public sector employees. Wages in the public sector, however, set the tone for 
private sector wage negotiations, so that the whole wage-setting process is 
highly politicized and confrontational, marked by industrial disputes that cause 
nationwide disruption of economic activities. A growth-oriented poverty reduc- 
tion strategy will thus require better industrial relations and a move away from 
the system of patronage to improve industrial performance. 

It is also worth noting that most of the poor, urban as well as rural, are in 
the unorganized sector. Their interests could therefore be best served through 
broader alliances and strategies with respect to policies that can significantly 
alter their entitlement systems. Whether such an alliance is possible and 
whether workers in the organized sector can be at the vanguard in effecting such 
policy changes remain to be seen. 


45. See the preliminary findings of an ongoing project entitled "Crisis of Democratic Transition in 
Bangladesh and the American Model of Democracy" by S.I. Khan et al., Dhaka University. 

46. For a discussion, see Binayak Sen, “Privatization in Bangladesh: Process, Dynamics and Implica- 
tions", in Privatization Trends and Experiences in South Asia, ed. V. Kanesalingam (New Delhi: 
Macmillan, 1991). 

, 47. For instance, the skewed pattern of landholding was the result of inherent policy biases where the 
“rich were allotted land at subsidized prices by RAJUK and also received subsidized credit from theHouse_ 
Building Finance Corporation. See Islam, op. cit. : Ed i £^ 


- 
TX. ^ 
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Nongovernment Organizations. The NGO sector plays an important 
role in Bangladesh. There are roughly 600 development NGOs, most of which 
are active in rural areas. They are traditionally involved in the provision of 
credit and in the facilitation of income-generating activities at the household 
level. The NGO approach is distinctive in emphasizing institution-building and 
empowerment of the poor. Extending NGO activities to urban areas will, 
however, call for a redesigning of methods and institutions within which NGOs 
can operate. 

The limitation of the NGOs is that they remain mostly foreign-funded, with 
donors exercising considerable control over the design. and scope of projects. 
They are thus essentially conduits for the transfer of funds, and in most cases 
are not self-sustaining. There is also too much duplication of projects and a lack 
of coordination among them. Interestingly, where NGOs have been involved in 
the provision of credit to urban slum dwellers, they have had a stake in securing 
tenure for their clients, and thus have helped in the empowerment process. 


The Private Sector. Since 1982, industrial policies in Bangladesh have 
taken into account the expanded role of the private sector. These have included 
reduced investment in the public sector, the denationalization of banks, the 
reopening of the stock exchange, and increased supply of credit to private 
industries. The performance, however, has been poor in terms of investment, 
output, and productivity. Major problems include the inability to service loans, 
poor industrial relations, and the lack of competitiveness vis-à-vis imports, 
leading to widespread smuggling. The privatization process has been fraught 
with corruption, so that a new entrepreneurial class never emerged. A frittering 
away of assets and increasing "industrial sickness" occurred instead. 

A recent government task force study recommends a shift from fiscal and 
financial incentives to stimulate investment and growth, and a greater emphasis 
on increased productivity and technological process.“ This calls for the 
supportive role of universities in providing manpower, especially managerial 
cadres, suited to industrial needs, and in undertaking research and develop- 
ment. Institutional rigidities and biases in factor prices should be similarly 
corrected so that the industry sector, especially large industries, can play an 
enhanced role in creating employment opportunities for the poor. 


Aid Agencies. Foreign aid finances about two thirds of Bangladesh’s 
investment for development, and 55—60 per cent of the annual import bill. Over 


48. "Managing the Development Process", in Report of Task Force on Development Strategies for the 
1990's, vol. 2, part D (Dhaka: University Press Limited, 1991). 
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time, however, the annual disbursement of aid as a percentage of availability 
declined to a low of 22.6 per cent in the Third Five-Year Plan period (1985— 
1990). The low level of aid utilization has been due to several problems such as 
the shortage of local currency, except when there was surplus in the current 
budget and in commodity aid. Non-aided projects compete for taka funds, while 
the volume of commodity aid continues to be restricted by funding agencies. The 
absorptive capacity for aid is thus low, reflecting the country's inadequate 
technical ability to manage programs and projects. 

Several recommendations were put forward to improve the effectiveness of 
project aid and technical assistance and address issues such as procurement 
delays and approval processes, some of which have already been implement- 
ed.” Other recommendations relate to problems in the civil service such as 
high personnel turnover or the fact that technical assistance is haphazard, 
emphasizing hardware rather than training. 


The Urban Poor. The disadvantaged position of the urban poor has to be 
seen in the light of (i) past and present policies that have resulted in a very 
skewed distribution of landholding and social and physical infrastructural 
services; and (ii) economic policies that affect income distribution, growth, 
technological choice, and consumption patterns. As mentioned before, the poor 
are mostly in the unorganized sector and are less able to affect decisions on 
budgetary allocations. There is therefore a need for advocacy and politic 
groups to espouse their cause. By and large, however, the poor are not within the 
purview of state patronage. A reorientation of policies to reduce poverty will call 
for a greater representation of the poor in democratic processes, and a radical 
change in the perception and will of both national and international policy- 
makers. 


Conclusions and Policy Implications 


Several conclusions can be drawn from the analysis presented in this 
article. First, for more than a decade there has been a significant reduction|in 
urban poverty in Bangladesh insofar as income is concerned. However, the gains 
are modest in light of the underlying weakness of the HES data used for the 
calculations, and of other indicators such as real wages, levels of unemployment, 
and per capita cereal consumption. This declining trend in poverty is also 





49. United Nations Development Programme, Study for the Evaluation and Improvement of Technical 
Assistance in Bangladesh, Comprehensive Summary Report (Dhaka, 1992). 
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incompatible with macro indicators, which show a deceleration in agricultural 
and overall economic growth, and a decline in public sector investment and 
savings ratio over the same period.™ 

Urban poverty therefore continues to be a major problem. The problem 
stems from (i) the low level of public expenditures and their inefficient allocation 
for services such as education; (ii) the skewed pattern of landholding due to past 
policy biases; and (iii) the inefficient distribution of health services, especially 
in terms of the geographic location of facilities. Some gains have, however, been 
made in urban poverty reduction, thanks to innovative approaches by NGOs in 
the areas of nonformal education and health delivery services, although the 
coverage of these schemes remains limited. Our analysis also suggests that there 
is considerable scope for improving the delivery of various services by charging 
user fees or setting a price-discrimination mechanism, given that the poor and 
the nonpoor can be differentiated even in slums, and that the poor end up paying 
very high charges for water, housing, etc., supplied mostly by informal sources. 

There is a close link between rural and urban poverty brought about by the 
process of rural-to-urban migration. A review of studies on rural-to-urban 
migration in Bangladesh shows that migration is a heterogeneous process, both 
in terms of the motives of migrants and the economic consequences of migration. 
For some migrants, the move to the cities has a positive impact on living 
standards and employment, and allows occupational mobility over time. Others, 
however, experience a worsening of their lot, and often end up as beggars or 
prostitutes. They are eventually cut off from their rural origins. A similarity also 
exists between the premigration status of migrants and their postmigration 
status. The poor’s disadvantaged position in rural areas due to polarization or 
natural calamities recreates some of the conditions of rural poverty in urban 
areas in that unskilled migrants without any assets engage in unskilled and low 
paying occupations. This implies that urban poverty should be tackled in 
conjunction with interventions in rural areas to stimulate agricultural growth 
and productivity and to improve income distribution. 

The persistence of poverty in Bangladesh should also be seen within the 
context of poor economic growth and limited employment opportunities in the 
formal sector of the economy. Most of the labor force in urban areas is absorbed 
in the informal sector. There has, however, been some expansion of remunera- 
tive employment in new industries such as garments, which have absorbed a 


50. See, for example, 8.R. Osmani, "Notes on Some Recent Estimates of Rural Poverty in Bangladesh", 
The Bangladesh Development Studies, vol. 18, no. 3 (Dhaka: Bangladesh Institute of Development 
Studies, 1990a); and S.R. Osmani, "Structural Change and Poverty in Bangladesh: The Case of a False 
Turning Point", The Bangladesh Development Studies, vol. 18, no. 3 (Dhaka: Bangladesh Institute of 
Development Studies, 1990b) for a discuasion of these macroeconomic trends. 
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sizable portion of the predominantly female, migrant labor force. This has had 
the effect of putting upward pressure on the wages of other segments of the 
informal labor force such as maids. A similar upward pressure on wages in 
construction has been due to the international migration of unskilled labor. 

The urban labor market is, however, segmented, with significant differen- 
tials in earnings between the formal and informal sectors, among occupational 
categories, and among informal sector workers with varying skills and access to 
capital. A similar wage gap exists between male and female workers. Skill 
formation in the informal sector takes place almost entirely through apprentice- 
Ship or on-the job training, and the supply of skilled labor is fairly elastic. 
Demand-side considerations are thus more important in terms of labor 
absorption. In this context, small-scale industries have an important part to 
play, and the focus of policy should be on reducing the productivity differentials 
between large and small industries by stimulating the innovative potential of 
the latter through improved supply of raw materials, credit intervention, etc. 

There are also important political economy issues that have a bearing on 
the incidence of urban poverty. Most of the poor, being in the unorganized sector 
and not within the purview of state patronage, are thus less able to exercise 
leverage in the shaping of policies and setting up of institutions for their benefit. 
The current political scene in Bangladesh is such that there is no well- 
articulated or well-formulated development agenda on the part of major political 
parties or the government that addresses the issue of poverty. Rather, cultural 
and ideological issues have foreshadowed other concerns, creating an atmo- 
sphere of divisiveness. 

The foregoing analysis indicates the need for a well-integrated strategy of 
poverty reduction. This strategy would require an emphasis by NGOs and the 
government on improving the provision of social infrastructure through better 
targeting and pricing of services. It would also require credit intervention to 
make an impact on the nonwage income of the urban poor. This presupposes the 
taking of steps to legalize squatters and informal settlements on public lands. 
Adequate attention should also be paid to affordable housing for the poor, 
keeping in mind that many income-generating activities are located in 
households. Similar steps should be taken to service "informal" industrial areas 
adequately. Particular care should be taken so as not to dislocate informal 
businesses while planning for urban development. 

À significant reduction in poverty will, however, not be possible without 
expanding employment opportunities by stimulating industrial and agricultural 
growth. The interlinkages in the economy are such that efforts at urban poverty 
reduction should be matched by those to improve conditions in the rural 
economy in terms of agricultural growth, income distribution, and more 
productive employment in off-farm activities. | 


| 
| 





The State of India’s Urban Poverty 
Om Prakash Mathur’ 


ver the last two decades, the incidence of poverty has declined in India. 

Indeed, using the official data on poverty incidence without any form 

of adjustment, the decline would appear to be dramatic, with the head- 
count index dropping from 51.5 per cent in 1972/73 to 29.9 per cent in 1987/88, 
and the absolute numbers of the poor from 291.6 million to 237.67 million during 
the same period. 

The decline from 41.2 to 20.1 per cent in the head-count index of urban as 
distinct from rural poverty during 1972/73 to 1987/88 is even more dramatic, as 
it coincided with a period of relatively rapid urbanization and urban population 
growth. Between 1971 and 1980, for instance, the urban population in India 
increased by a record 46 per cent. Although this rate of increase subsided in the 
subsequent decade of 1981-1990 it was still high enough to cause serious 
population pressures. 

The decline is also notable in that it took place during a period when labor 
market conditions in the country were highly depressed; for instance, employ- 
ment in the factory sector registered a fall rather than an increase in absolute 
terms, while formal (organized) sector employment rose only marginally by 2.11 
per cent annually during the period 1972/73 to 1987/88. 

That decline in the incidence of urban poverty amid trends that would 
normally be expected to lead to greater pressures and marginalization raises a 
number of important issues. First, there is the issue of the definition and 
methods(s) of measurement of poverty. How is poverty, and specifically urban 
poverty, defined in India, and how is it measured and aggregated to yield ratios 
like the head-count and poverty gaps? To what extent are the existing definition 
and method of measurement able to capture the nature and magnitude of 
poverty in the urban areas? Could the reduction in the incidence of urban 
poverty be attributed to, or explained by, the way in which poverty is defined 
and measured? Or could the decline be just statistical jugglery and illusion? 


* Professor of Housing and Urban Economics, National Institute of Public Finance and Policy. 
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The second issue is concerned with the relationship between poverty and 
income growth and distribution. Is the reduction in urban poverty that the 
country experienced during 1972/73 to 1987/88 in any way attributable to 
income/gross domestic product (GDP) growth and its distribution? Is it at all 
possible that the annual average GDP growth of 3.3 per cent during the 1970s 
and 5.5 per cent during the 1980s (up to 1988/89) could have resulted in a fall 
by 20.1 percentage points in urban poverty? Could it be explained by the 
changes in the share of different population quintiles, especially of the bottom 
quintile, in incomes or expenditures? 

The third issue concerns the policy framework for poverty reduction. What 
is the existing macro and sectoral policy framework for poverty reduction, and 
could this in any way explain the recent fall in poverty incidence? Could it be the 
result of any shift in the pattern of investments in sectors such as health and 
education, or of any changes in policies concerning shelter and services, which 
have a direct bearing on poverty? Was it the result of programs specially 
designed for and targeted at this class of the population? 

Issues relating to urban poverty, which until recently have been out of the 
intellectual arena, are beginning to draw increasing attention in India.’ First, 
although a certain proportion of the country’s total population has always been 
urban-based, it is only in recent decades that the pressures of urbanization in 
terms of the numbers have begun to be felt and recognized. These pressures 
have been noted to be particularly severe in cities with a population of over 
500,000, where the increase in absolute numbers has been daunting. According 
to recent forecasts, such pressures are expected to rise on account of both the 
continuing high naturalincrease and rural-to-urban migration. These pressures 
could very well mean more poverty in the urban areas. 

Second, as a direct consequence of population growth, urban areas in India 
are witnessing pressures on the labor market and on the availability of shelter, 
infrastructure and services. If present deficits were to continue into the future, 
the proportion and number of persons without access to productive employment, 
shelter and services would increase tremendously, leading to large-scale poverty. 
This prospect, combined with the fear that the inaccessibility may have an 
adverse impact on economic productivity, would necessitate greater attention to 
urban poverty issues in the country. 


1. Issues relating to poverty have long been studied in India. Lipton and Ravallion refer to a study made 
by D. Naoroji in 1901 entitled Poverty and Un-British Rule in India, and to another study of a village, 
Pimpla Saudagar, that focused on identifying and counting the poor. See Michael Lipton and Martin 
Ravallion, "Poverty and Policy", a preliminary draft of chapter 42 of the Handbook of Developing 
Economics, vol. 3, n.d. However, urban poverty is a comparatively new field of study. 
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Finally, the recent push for macroeconomic reforms and stabilization 
policies involving a possible reduction of direct and indirect support to sectors 
that bear on the poor has added a new dimension to the Indian scene. In India, 
reforms have brought the issue of the poor to the forefront, giving rise to 
speculations on their likely effects on the poor. Will the urban poor in India be 
adversely affected as a result of these reforms? Will there be a transition period 
during which they will need to be protected while at the same time being 
prepared to use the market to uplift themselves? How long will this transition 
be? This study attempts to address these concerns and issues. 

The paper is divided into three parts. First, it deals with the nature and 
magnitude of urban poverty in India, beginning with a brief discussion of the 
"definition" of the poverty line, and then proceeds to analyze urban poverty 
trends in India. For this purpose, it uses both the official estimates and 
estimates made by individual scholars. 

Next, it analyzes the pattern of regional/spatial distribution of urban 
poverty, specifically probing into questions such as: where is the incidence of 
urban poverty high, and where is it low? to what extent is it associated with the 
level and pace of urbanization? to what extent is it related to income growth and ' 
income distribution? and to what extent is poverty in the urban areas a 
geographical transfer from the rural areas? 

Although poverty is essentially measured in India in terms of calorie intake, 
it has several other manifestations such as the degree of access to productive 
employment, shelter and services. The following section of the paper examines 
the issue of access in order to obtain a wider assessment of the levels of 
deprivation that exist in the urban areas of the country. 

Then, the profile of the urban poor showing their demographic and 
` socioeconomic characteristics is discussed. Drawn from a number of microlevel 
studies, this section specifically examines questions such as: what demographic 
characteristics are found in households that are poor or that are at risk to fall 
into poverty? Who among the household members bear the burden of poverty— 
the males, females, or children? Is it shared equally or unequally? What other 
risks do the poor face? How large is the incidence of unemployment or under- 
employment among poor households? 

The next major section of this paper deals with the policy framework for 
poverty reduction in the country. The importance of sound macroeconomic policy 
and sustained growth for poverty reduction has long been recognized; even so, 
the poor face a variety of barriers caused by various kinds of institutional 
structures and regulations. An attempt is made selectively to discuss policies 
that hamper the access of the poor to the labor and land markets. Then, an 
examination is conducted of the investment flows into the health and education 
sectors—the two sectors that have a critical bearing on poverty—with a view to 
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ascertaining if these sectors have been used to reduce poverty incidence in the 
country. Finally, this section provides an overview of the various programs that 
have been taken up as a part of the strategy to attack the problem of urban 
poverty directly. It examines the principal underpinnings of such programs, and 
analyzes the process by which these are designed to reach the poor. 

The last part of the paper raises issues relating to the impact of stabiliza- 
tion and structural reforms on the urban poor. Although the process of adjust- 
ment in India began in the early 1980s, it picked up pace only during the past 
two years; in this sense, its impact is still obscure in a quantitative sense. The 
section, besides presenting some data on the possible effects of such policies on 
employment and unemployment, suggests how the effects of reforms on the 
different income groups might be assessed. Finally, the section summarizes the 
discussion on the state of India’s urban poverty and indicates possible implica- 
tions for future initiatives. 


The Nature and Magnitude of Urban Poverty 


Definitions, Measurements, and Trends 


i 


The Poverty Line. An extraordinarily large amount of work has been done 
in India during the past three to four decades on what povera is, how it can be 
measured, and what distinguishes the poor from the nonpoor.? A review of this 
work shows that, while the subject continues to be highly contentious, it is 
widely held that poverty reflects the inability of an individual to satisfy certain 
basic minimum needs.? This inability is generally expressed in terms of a level 
of expenditure that is considered necessary to satisfy those minimum needs: 
those who are not able to attain that level of income or expenditure are counted 
as poor while others are regarded as nonpoor. In this sense, poverty is discrete: 
one is either poor or nonpoor. 

Among the recent attempts to determine these minimum needs and the 
monetary equivalent or level of expenditure corresponding to those needs, those 


T 


2. See, in particular, the seminal contribution of V.M. Dandekar and Nilkantha Rath, Poverty in India, 
(Bombay: Indian School of Political Economy, 1971.) 
3. Different measures can lead to the selection of different groups as poor; consequently, the design of 
very different policy measures has been emphasized by several scholars. Paul Glewwe and Jacques van 
der Gaag, in their study of Cóte d'Ivoire, show that the percentage of the population identified as poor 
can vary between 8.70 and 26.08, depending on the measures used. They used nine measures for 
determining the poverty levels. See Paul Glewwe and Jacques van der Gaag,"Identifying the Poor i in 
Developing Countries: Do Different Definitions Matter", in World Development, vol. 18, no. 6 (1990), 

pp. 808-814. | 
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made by the Nutrition Expert Group of the Indian Council of Medical Research 
(1968) and the Task Force on the Projection of Minimum Needs and Effective 
Consumption Demand (1979) deserve mention, as these have come to be used 
extensively in estimating the incidence of poverty. The Nutrition Expert Group 
has laid down the per capita calorie norms for the population, making appropri- 
ate allowances for their ages and sex, and for the nature of their work, i.e., 
whether it is heavy, moderate, or sedentary. 

The Task Force on the Projection of Minimum Needs and Effective 
Consumption Demand has used these norms to work out the average calorie 
requirements separately for rural and urban areas, taking into account the 
distribution of the population in terms of age, sex, and activity. The average 
calorie requirements as estimated by the Task Force work out to 2,435 calories 
(rounded off to 2,400) for rural areas, and 2,095 calories (rounded off to 2,100 
calories) for urban areas.‘ These requirements represent the minimum 
biological needs averaged over different categories of the population. 

The Task Force has further worked out the monetary equivalents of these 
average calorie requirements by using the household consumption expenditure 
data of the 28th round (1973/74) of surveys conducted by the National Sample 
Survey Organization (NSSO). Using appropriate conversion factors and 
applying the inverse linear interpolation method to the data on average per 
capita monthly expenditure and the associated calorie content of food items, the 
Task Force estimated that, on the average, Rs 49.09 per capita per month 
satisfied a calorie requirement of 2,485 per capita per day in the rural areas, 
while the corresponding figures were Rs 56.64 and 2,095 in the urban areas, 
both at 1973/74 prices. These levels of expenditure, which have formed the basic 
poverty lines in the country, have been used in all official estimates of poverty 
with suitable adjustments for price changes. 


Data Base. There are two sets of data on household consumption expendi- 
ture in India. One set consists of data on household consumption expenditures 
on food, nonfood and other items such as rents, taxes, and cess for different 
population groups as collected by NSSO. These data are obtained through 


4. Note that the average requirements could change as the distribution of the population in terms of age, 
sex, activity, and place of residence changes. However, the average requirementa of 2,400 calories and 
2,100 calories for rural and urban areas, respectively, have continued to be used since the beginning of 
the Bixth Five Year Plan (1980-85) in all works relating to poverty estimation. 

5. NSSO is the principal agency in India for conducting on a regular basis household surveys in the 
rural and urban areas. Between 1951/52 and 1972/73, it conducted household surveys on an annual basis, 

which in 1978/74 were converted into quinquennial surveys. These surveys cover a sample of approxi- 
mately 120,000 households. Since 1986/87, NSSO has been conducting, on an annual basis, a thin survey 
involving 20,000-30,000 households. 
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| 
I 
surveys carried out once every five years in all states and Union territories. 
These surveys, which are carried out separately in the rural and urban areas| 
provide the principal source of data for estimating the poverty incidence. 
The second set consists of the estimates of total private consumption 
expenditure made by the Central Statistical Organization (CSO). These 
estimates, which form a part of the National Accounts Statistics (NAS), are 
available for the country with no breakdown for either the states or the rural 
and urban areas. The two sets of estimates vary, partly on account of the 
coverage of certain types of expenditures, and partly on account of the different 
methods employed in them.? 
In the official estimates of poverty in India, the NSSO consumption esti- 
mates are adjusted to the estimates of consumption in the NAS. The adjustment 
is pro-rata, which means that the National Sample Survey (NSS) expenditure 
is either increased or decreased by an adjustment factor for all categories of 
households. In effect, since NSSO estimates have been uniformly lower than 
CSO estimates, the process of adjustment has meant shifting the NSS consump- 
tion distribution to the right without disturbing the overall mean as given in the f 
NAS. The difference between the two was relatively small in the 1960s and - 
19708, but has since then grown, constituting today yet another controversial 
theme in all work relating to poverty estimation.” ' 


The Estimates of Urban Poverty: All-India. We present here four sets 
of poverty estimates: 


° The official head-count estimates of the poor for urban areas, for all-India 
and for the country’s major states. As pointed out above, these are based 
on the household consumption expenditure data of NSSO as adjusted by 
the NAS, and on the all-India poverty line. The official poverty line 
assumes that the relationship between the calorie intake and expenditure 
is the same over time and across different states of the country. Later in 
the paper, these estimates are used to examine questions such as: where 
and in what kinds of regions/states is urban poverty concentrated? and 
is urban poverty a geographical transfer of poverty from the rural areas? 





! 


6. The estimates of household consumption expenditure as made by NSSO do not include expenditurbs 


on the consumption of services provided by private, nonprofit institutions and the imputed rents of 
households living in their own dwellings. 

7. The difference (i.e., the NAS estimates of household expenditure as a percentage of NSSO data) varied 
from —2.3 to 13.4 per cent during the 1960s and 1970s. Today, the NAS estimates of private consumption 
are higher by 25-30 per cent, and these are attributable to (i) the change in the base year of national 
accounts, and (ii) improved methodology and coverage. 
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¢ The estimates of urban poverty using the NSSO household consumption 
expenditure without adjusting it with the NAS. These estimates relate to 
(i) the head-count index, given by the percentage of the population with 
per capita consumption below the poverty line; (ii) the poverty gap, i.e., 
the depth of poverty, measured as the aggregate poverty deficit of the 
poor in relation to the poverty line; and (iii) the severity of poverty using 
the Foster-Greer-Thorbecke (FGT) method. The severity of poverty is 
defined as the mean of the squared proportionate poverty gaps. POVCAL, 
a computer software, was used in making these estimates. 


° The estimates of urban poverty made by Gaurav Datt and Martin 
Ravallion. Datt and Ravallion have used a different poverty line for 
estimating the poverty incidence—Rs 18.86 per capita monthly expendi- 
ture for urban areas, which corresponds to the poverty line of Rs 15 per 
capita monthly expenditure at 1960/61 All-India rural prices.® 


The estimates of urban poverty made by Minhas, Kansal, and Jain. The 
estimates of Minhas, Kansal, and Jain are noteworthy in that, first, they 
allow for variations in the cost-of-living indices for different states, thus 
offsetting the principal weakness in the official estimates, which use a 
single poverty line for all states; and, second, they do not make any 
adjustment between the NSS consumption expenditure data and the 
figures given in the NAS. Unlike in the case of official estimates, which 
assume the relationship between the calorie intake and expenditure to 
be constant over time, Minhas et al. have assumed this-to vary over space 
and time.? 


8. Datt and Ravallion prefer to use the classic Bardhan-Dandekar-Rath poverty line of Rs 15 per capita 
monthly expenditure at 1960/61 All-India rural prices. This is equivalent to a per capita monthly 
expenditure of Rs 18.86 at 1960/61 All-India urban prices. See Gaurav Datt and Martin Ravallion, "A 
New Time Series of Poverty Measures for India" (Washington, D.C.: World Bank, June 1992, Mimeo- 
graphed). 

9. Mirihas et al. take the position that the procedure for pro-rata adjustment of the NSS with NAS data 
is questionable, and used in their work the observed NSS size distribution of consumer expenditure 
without pro-rata adjustment in deriving the estimates of poverty incidence. They also criticize the use 
of a single All-India poverty line for estimating the levels of poverty for different states. They note, "in 
spite of the pronounced variation in climate, topography and prices in different states of this vast 
country, no state-specific norms of poverty have either been derived or suggested by the planning 
authorities. This poses a serious limitation in the estimation of the incidence óf poverty in different 
regiona/states". See B.S. Minhas, S.M. Kansal, and L.R. Jain, Incidence of Urban Poverty in Different 
States 1970—71 to 1983, Technical Report, no. 8902 (Indian Statistical Institute, January 1989). Scholars 
argue that disputes regarding what the poverty line should be are common, since the standard of living 
is a multidimensional concept, and call for the specification of a minimum acceptable level and its 
aggregation to form a poverty line. They further suggest that disputes could arise because the poverty 
line is a sharp divide between the poor and nonpoor. 
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happens to be Rajasthan.” The other extreme is represented by the states of 
Gujarat, Haryana and Punjab and the northern hilly states of Himachal 
Pradesh, and Jammu and Kashmir, where poverty incidence is low, noticeably 
low in fact compared with the All-India average of 20.1 (1987/88). The poverty- 
urbanization coefficients in these states are less than one. 


Table 5: Ranking of Major States by Incidence of Urban Poverty, 1987/88 








Per Cent of Urban 
Population Below the State’s Share in Total 

Major States Poverty Line, 1987/88 Urban Population, 1991* 
Bihar 30.0 8.6 

Uttar Pradesh 27.2 18.0 

Andhra Pradesh 26.1 10.2 
Karnataka 24.2 8.1 

Orissa 24.1 2.6 

Madhya Pradesh 21.3 7.4 

West Bengal 20.7 8.7 

Tamil Nadu 20.5 9.2 
Rajasthan 19.4 4.6 

Kerala 19.3 2.8 
Maharashtra 17.0 11.3 

Gujarat 12.9 4.1 

Haryana 11.7 1.1 

Assam 9.4 0.6 

Jammu & Kashmir 8.4 0.3 

Punjab 7.2 1.0 
Himachal Pradesh 2.4 0.02 








a The totals may not add up to 100 per cent since there are other smaller states which are excluded from 
this total. 
Sources: Planning Commission (for poverty data); and the Census of India (for data on population share). 


10. The analysis in this section is based on officia] statistics. 
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An important aspect of the regional spread of urban poverty relates to the 
change in poverty levels over time, and to the consequent change in the relative 
rankings of states by poverty incidence. Estimates of poverty show that, in 
percentage terms, the incidence of poverty has declined in all states, although 
the rate of decline varies sharply among them. States such as Tamil Nadu, 
Kerala, and Jammu and Kashmir achieved a substantial reduction in poverty 
levels during 1972/73—1987/88; others, because of the low level of reduction, 
have become relatively poorer. In absolute numbers, however, urban poverty 
shows an upward trend in Bihar, Orissa, Uttar Pradesh, Andhra Pradesh, and 
Rajasthan, and a downward trend in others. Many states have succeeded in 
reducing the number of the poor, along with, of course, the head-count ratio. 
Downward trends are particularly marked in the hilly states of Jammu and 
Kashmir, and Himachal Pradesh. 


Poverty and Urbanization. Is urban poverty the result of rapid 
urbanization and population growth? Is it the consequence of the inability to 
manage urbanization effectively and absorb the incremental urban population? 
The Indian data in this respect are mixed, as the poverty incidence is low in 
highly urbanized states like Maharashtra, Gujarat, and Punjab, and high in 
least urbanized states such as Bihar, Uttar Pradesh, Orissa, and Madhya 
Pradesh. At the same time, poverty incidence is low in the moderately urbanized 
states of Andhra Pradesh and Karnataka, and also in least urbanized states. A 
closer examination of Table 5 shows that urbanization has increased the 
pressures in several states, and this is reflected in a positive correlation, albeit 
a weak one (+0.36), between urbanization and poverty incidence. It suggests that 
urban poverty is a function not only of urbanization or urban population growth 
but also of a multiplicity of factors. 


Poverty and Income Growth and Distribution. The issue of whether 
income growth is an essential condition for poverty reduction is currently in the 
forefront of many discussions on development economics. To what extent does 
it stand substantiated by the Indian data? Is the poverty incidence low in high- 
income states? Has the incidence risen in states that have registered low income 
growth rates? 

The incidence of urban poverty is high in Bihar, Uttar Pradesh, Madhya 
Pradesh, and Orissa—areas where per capita state domestic product (SDP) is 
low in relation to the national average SDP, and where the rate of growth of 
SDP during 1972/73 to 1987/88 was also low. In contrast; low poverty incidence 
is a dominant characteristic of high SDP and moderate to high growth states 
such as Maharashtra, Gujarat, Haryana, and Punjab. Several states, however, 
do not reveal any such clear pattern of relationships, although if we exclude 
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states like Himachal Pradesh, and Jammu and Kashmir, it could be argued that 
income level and income growth are critical conditions for poverty reduction. ' 
There seem to be fewer examples in the country of a state being able to achieve 
a substantial reduction in poverty in the absence of income growth. The two 
happen to be in an inverse relationship, with a correlation coefficient of —0.373. 
One of the more difficult questions in any poverty analysis relates to the 
effects of income distribution on poverty reduction. As in most developing 
countries, income distribution data in India are very unreliable; therefore, we 
used the expenditure distribution data of NSSO as a proxy and examined if the 
incidence of poverty is lower in states where the distribution of expenditure has 
improved over the years. It may be noted that, while poverty incidence is high 
in India, income or expenditure inequalities are low in relation to those of many 
Asian and other developing countries. The distribution pattern of consumption 
expenditure changed only marginally during 1972/73 to 1987/88, with the share 
of the bottom 20 per cent in the total household expenditure declining from 8.17 
to 8.02 per cent and that of the upper 20 per cent rising from 42.84 to 43.62 per 
cent. The middle quintile groups suffered during this period, but their suffering, 
as measured by their share, was not severe. These results are substantiated by 
the Gini coefficient for All-India (urban), which stood at 32.3 per cent in 1987/88 
after having consistently fallen from the initial reference year of the study. 


Urban-Rural Poverty Nexus. It might be asked, is urban poverty an 
outflow of poverty from the rural areas? This question has long been debated in 
the urban literature and continues to divide scholars into two groups. One group 
led by Dandekar and Rath has attempted to suggest that "the urban poor are 
only an outflow of the rural poor into the urban area. Fundamentally, they 
belong to the same class as the rural poor"." 

In this subsection, we present time series data on urban and rural poverty 
for All-India and major states, and show that urban poverty is both an 
independent phenomenon and a phenomenon closely associated with rural 
poverty. It may be noted that the period 1972/73 to 1987/88 witnessed a 
noticeable fall in the incidence of both urban and rural poverty (Table 6). This 
fall is evident from the official data, as well as from the data presented by 
individual scholars like Minhas. State-level movements in the poverty levels are, 
however, instructive in addressing the main question of the link between urban 
and rural poverty. For this analysis, it is possible to envision four typologies: (i) 
States where the incidence of both urban and rural poverty has risen, although 
at different rates; (ii) states where the incidence of both urban and rural poverty 


11. Dandekar and Rath, op. cit. 
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has declined, again at different rates; (iii) states where the incidence of urban 
poverty has risen but the incidence of rural poverty has declined; and (iv) states 
where the incidence of urban poverty has declined but the incidence of rural 
poverty has risen. 


Table 6: Trends in Urban and Rural Poverty, All India 


Official Estimates (%) 
Year Urban Rural 
1972/73 41.20 54.10 
1977/78 38.20 51.20 
1983/84 28.10 40.40 


1987/88 20.10 33.40 


Admittedly, these are not discrete typologies, and, in reality, there are 
large-scale rural-to-urban population movements adding to the complexity of the 
problems. Bihar is the only state where the incidence of poverty has increased 
in both the rural and urban areas. On the other hand, there has been an overall 
improvement in the urban and rural poverty status in Gujarat, Maharashtra, 
Haryana, and Punjab, which are the typical progressive states in the country. 

Inthe states of Orissa, Rajasthan, Uttar Pradesh, and Andhra Pradesh, the 
incidence of rural poverty has declined while the incidence of urban poverty has 
increased. Similarly, in at least three states, the rate of decline for rural poverty 
has been significantly larger than that of urban poverty, where there has only 
been marginal change. In this group of states, it is possible to see a more direct 
link between urban and rural poverty, and to suggest that urban poverty may 
be an overflow or transfer of poverty from the rural areas. 


Employment, Shelter, and Services: The Issue of Access 


The assessment of the magnitude of poverty by using only the criterion of 
calorie intake or its money equivalent has drawn widespread criticism in recent 
years. It is argued that poverty is much more than undernourishment, and that 
it is a function of the access of the population to stable employment, shelter, 
health, and education. It is held that those people who do not have adequate 
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access to, or who are unable to secure access to or participate in, the labor 
market, shelter, and other services—either because they are disadvantaged or 
because of supply rigidities—are poor and deprived. This is yet one more form 
of deprivation that indicates the existence of poverty. Several explanations as 
to why certain groups of people remain disadvantaged have been advanced—the 
dualism, discrimination, and the segmented markets being but a few of them. 
In this section we have put together evidence on the extent of access of the urban 
population to (i) the labor market, (ii) land and shelter, and (iii) basic services. 


The Labor Market. It must be pointed out at the outset that the size of the 
labor market—or more appropriately, the labor force in India—is both small and 
segmented. It remains as small as it was in 1991, or only about 35 per cent of the 
total urban population aged 7 years or over, constituting what the Census of 
India refers to as "workers". It is segmented, as the labor market has come to be 
seen in terms of formal/informal, wage/nonwage, regular/casual, and tradables/ 
nontradables categories. These segments or categories are common in labor 
market studies. What is important to note is that the urban poor have come to 
be identified with certain "segments" —the informal, nonwage, casual and non- 
tradables being the common ones. 

The size ofthe labor market grew very slowly in the country compared with 
the growth of the population in relevant age groups, leaving out in the process 
a significant proportion ofthe population from securing access to gainful employ- 
ment. According to the Census of India, the percentage of workers has changed 
marginally over the decades: 29.4 per cent in 1971 to 28.4 per cent in 1981, and 
29.0 per cent in 1991, all the while showing major labor market rigidities.” 

Labor market rigidities show themselves more robustly, first, in the tardy 
growth of low employment in the organized sector; second, in the increasing 
informalization and casualization of the labor market; and third, in the rising 
urban unemployment. According to the NSSO surveys, organized sector employ- 
ment has not grown fast enough in the country to absorb the increasing labor 
force; during the period 1972/73 to 1987/88, employment increased by a bare 
2.11 per cent per annum, and employment elasticities, in fact, registered a fall 
from 0.61 in the 1970s to 0.38 in the 19808.13 This limited growth of organized 
sector employment has led, on the one hand, to an expansion and proliferation 
of employment in the unorganized informal sectors, which is, at best, casual and 
irregular, and, on the other hand, to rising urban unemployment. 


12. These are percentages of total urban population. 

13. Employment elasticities are measured as the ratio of employment growth to the growth of value 
added. See T.S. Papola, "The Question of Unemployment", in The Indian Economy: Problems and 
Prospects, ed. Bimal Jalan (Penguin, 1992). 
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"Casualization", meaning an absence of stable or regular employment, is an 
important indicator of the growing rigidities of the urban labor market and a 
manifestation of increasing marginalization. In 1987/88, 14.6 per cent of the 
male work force and 25.4 per cent of the female work force were reported to be 
“casually employed"; in 1972/73, these percentages were lower. 

The percentage of households classified as dependent on casual labor is 
higher in low-expenditure households, indicating the vulnerability of such 
households to labor market conditions and pressures. In fact, nonwage, casual 
employment as opposed to regular wage employment seems to be the hallmark 
of households falling in low per capita household expenditure categories. 

"These are not the only indicators ofthe growing constraints within the labor 
market; equally important is the rising unemployment in the urban areas. The 
NSSO data show that open unemployment rates in the urban areas are 6.1 for 
males and 8.5 for females. Although these may appear to be modest in 
comparison with rates in several developing countries, the fact that these have 
risen even if marginally since 1972/73 indicates the new pressures on the urban 
labor market. Cumulatively, the statistics in respect of the proportion of people 
unable to gain access to the labor market and of the proportion who have access 
to employment of a casual nature, together with the very low growth of 
organized sector employment, point to gross deprivations insofar as employment 
is concerned. I 


Shelter. Much importance has come to be placed in the developing 
countries on the provision of shelter. Absence of shelter is seen as a denial of 
basic human rights. Moreover, recent studies on shelter have heightened its 
importance by suggesting that it has vital linkages with economic productivity, 
and that its absence can have serious consequences for urban productivity. 

The problem of shelter manifests itself graphically in the rising numbers 
of slum and squatter settlements and of the people living in them. However, 
reliable estimates of the slum population are scarce and dated, forcing reliance 
on the NSSO surveys conducted during July 1988—June 1989. These surveys 
place the slum population in the country at 14.7 per cent of the total urban 
population, which, prima facie, seems to be a gross underestimate judging from 
the fact that in 1981, the slum population accounted for 17.03 per cent of the 
total urban population, and that there has been no indication of any decline in 
the slum population since then. 

The slum population is significant in several states. In Maharashtra, which 
is a high-income state, 25.4 per cent of the total urban population live in slums 
or bustees as these settlements are often called. This high proportion of slum 
population suggests the inability of most urban households to gain access to the 
housing market, leaving them with no other choice than to live in slums. It also 
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implies the slow growth of urban housing caused by a host of policy-related 
factors to be discussed later. 

The inability of the urban population to gain access to the housing market 
is also reflected in the percentage of households living in temporary (katcha and 
semi-pucca) structures. In Andhra Pradesh, almost 39 per cent of urban house- 
holds live in temporary and semipermanent structures; in Bihar, Karnataka, 
Madhya Pradesh, Orissa, and Tamil Nadu, over one third of urban households 
live in such structures, thus exposing themselves to various kinds of risks and 
hazards. The percentage of households living in temporary structures is 
noticeably high in low-expenditure household categories, adding yet another 
disability to the numerous disadvantages such households already suffer in the 
urban areas. 

Poverty levels and the proportion of households living in slums and in 
temporary and semipermanent structures are closely associated. Bihar, Andhra 
Pradesh, Karnataka, Orissa, and Madhya Pradesh have both higher levels of 
poverty and higher percentages of households living in slums and temporary 
structures, additional evidence that urban poverty is a multifaceted 
phenomenon. 


Services. Deprivations in the form of non-availability of essential and basic 
services such as health, water supply, sanitation, and primary education are 
widespread in India’s urban areas. Recent decades have seen a massive improve- 
ment in the availability of water supply and sanitation services as well as of 
educational services. Yet, the coverage of the urban population with such 
services remains unsatisfactory, pointing to the persistence of yet another type 
of poverty in the urban areas. 

According to more recent data, approximately 12 per cent of the urban 
population have no access to water supply, and nearly 57 per cent do not have 
any access to sanitation. In several states—generally those where poverty 
incidence is high—the percentage of the population without access to water 
supply and sanitation is extremely high. In the lower fractile groups, the 
proportion of the population that is dependent on rivers, canals, and tankers for 
water supply is high: over 60 per cent of those who use rivers and canals for 
water and 70 per cent of those who use tankers belong to fractile groups of less 
than Rs 40. 

Similarly, nearly 50 per cent of households in the fractile groups of less 
than Rs 40 have no access to latrines, as opposed to about 10-12 per cent in the 
fractile groups of over Rs 80. Illiterates without any education constitute a 
significant proportion of the urban population. According to the 1991 Census, 
49.03 million or 26.9 per cent of the total urban population aged 6 years or over 
bypassed even primary education, putting them in the category of "illiterates". 
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A Profile of the Urban Poor 


There is considerable ambiguity in the literature on the profile and 
characteristics of the urban poor. There are historical perceptions about the 
urban poor that have come to suggest that (i) they usually have large families; 
(ii) their unemployment rate is high and, consequently, they have lower incomes; 
(iii) those employed in small and unenumerated establishments receive wages 
that are lower than the minimum; (iv) like their rural counterparts, they too 
have no assets, which makes them vulnerable; and (v) they live in slums and 
squatter settlements, which are high-risk and spatially disadvantaged settle- 
ments. Many of these perceptions have grown out of studies of the poor in rural 
areas; others seem to be rooted in the research work of the 1960s and early 
1970s, which equated urban poverty with slums. 

Recent studies on urban poverty, on the other hand, have produced evidence 
that tends not only to support old perceptions but to refute them as well. From 
a number of recent microlevel surveys, an attempt is made here to portray the 
urban poor by focusing on their demographic and socioeconomic characteristics, 
e.g., the size of households, the pattern of employment, income levels, and 
expenditure pattern.“ 


Demographic Characteristics. Poverty studies in India show a close link 
between the incidence of poverty and the size of households, implying that the 
size of a household affects its capacity to earn, and consequently its poverty 
status. The NSS of 1983 shows that the average household size is larger in lower 
monthly per capita expenditure classes as compared to higher expenditure 
classes. The average number of household members ranges from 5.6 to 5.8 in the 
expenditure classes of less than Rs 125; the household size falls consistently in 
the higher monthly per capita expenditure classes, from 3.1 to 5.6, with the size 
being only 3.1 in the highest expenditure class of over Rs 300. The average 
household size is 4.8 members. This pattern of distribution was also noted in 
other NSSO surveys, lending credence to the view that household size and 
poverty are closely interrelated. 

The household surveys conducted by the National Institute of Urban Affairs 
yield more or less the same kinds of results.” These surveys, which were 
carried out in the slum and squatter settlements in cities of different population 


14. There are virtually no microlevel surveys that have focused only on the poor, i.e., as defined by the 
official poverty line. Most surveys have been carried out in the low-income, slum, and squatter 
Bettlements. . 
15. National Institute of Urban Affairs, Frofile of the Urban Poor: An Investigation into Their Demo- 
graphic, Economic and. Shelter Characteristics, Research Study Series, no. 40 (New Delhi, 1989). 
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sizes, show the average size of a household to be 5.9, as compared with 5.2 in 
nonpoor households. The same surveys show that approximately 60 per cent of 
the households falling below the official poverty line have from five to seven 
members. Very large (over 8 members) or very small households (under 3 
members) are not common among the urban poor households. 

Poor households have larger proportions of adult females and children. This 
statistical finding, which is based on NSS data, is important, as it suggests that 
the burden of poverty is unequal, with larger burdens falling on adult females 
and children. Data in this respect show that the proportion of adult females and 
children in the expenditure classes of less than Rs 125 (an expenditure of Rs 
117.5 per capita per month being the cut-off point between poor and nonpoor 
households) varies between 68.9 and 77.7; in the higher EE classes, it 
stands at a low 54.2 per cent. 


Employment and Income Profile. The relationship between poverty and 
the labor market, as shown earlier, is essentially one of access, conditioned by 
the homogeneity of the market, institutional mobility, the balance between labor 
demand, and supply and the levels of skills, education and capital. Access is 
hampered when the markets are stratified and mobility is restricted, and where 
the labor supply is in excess of demand. This is then reflected in the pattern of 
employment, unemployment, and underemployment. 

Despite the limitations of the existing definitions, the evidence from recent 
studies of low-income households is revealing in respect of the employ- 
ment/unemployment characteristics of the urban poor. First, the participation 
rate in households that are below the poverty line is about 4 percentage points 
higher than in nonpoor households. This finding is in line with Gunnar Myrdal’s 
widely quoted dictum that unemployment is a luxury of the bourgeoisie. Second, 
the age and sex profiles of workers in the poor households are different from 
those in the nonpoor households, the difference being reflected in the high 
incidence of female and child employment. This is a common feature among most 
urban poor households. The participation rate among males in poor households 
has consistently been low. ê 

The same sets of studies show that there are 1.8 workers per household and 
that the dependency ratio is 2.9 in the case of poor households and 3.0 in the 
case of households below the poverty line. The dependency ratio rises with the 
household size, peaking at 3.6 and then stabilizing at 3.3. 


16. A lot of males preferred simply to report “doing nothing" during the surveys. However, in-depth 
investigations showed this to be due to the fact that many of them were engaged in socially undesirable 
activities. 
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Other studies that have focused on female employment point to a large 
variation in the participation rates (17.0 per cent and 69.5 per cent). Such a 
large variation is attributable to a multiplicity of factors—including city size, 
cultural differences between different regions, and, of course, a host of economic 
factors including the severity of poverty. 

The urban poor are engaged in a wide variety of occupations, with the 
majority of them either self-employed or casually employed, both with the risk 
of fluctuations in income. A little over three fifths are engaged in occupations 
that are described as “low-end jobs", access to which is easier.” Some studies 
have shown that, since there are only a few sectors of employment with 
unrestrained entry, the poor enter the unorganized and informal sector via 
kinship ties and community organizations. 

A little over 70 per cent of the workers work long hours, in many cases 
exceeding 12 hours per day. Only 23.5 per cent of the poor workers reported 
work of less than 8 hours. When this evidence is considered in conjunction with 
the number of days they work in a year, it would seem that the poor do not lack 
work; rather, they are overworked in low-productivity occupations. 

Most surveys have been carried out in slum and squatter settlements, the 
premise being that such surveys can capture the characteristics of poor house- 
holds that would otherwise be difficult to identify? Even among such 
households, considerable variations may be observed in the levels of their 
earnings, with mean earnings exceeding the poverty line by about 15.5 per cent. 
In another large-scale survey of slum households, the mean income is higher 
than the poverty line by about 9 per cent.” 

Income data from these surveys show that anywhere between 41 and 50 per 
cent of households in slum and squatter settlements are below the poverty line 
of Rs 122 at 1984/85 prices, and that 11 per cent of them with incomes just above 


17. According to a recent NIUA survey, the 15 most dominant occupations of the poor are: weavers (8.3 
per cent) sweepers (6.5 per cent), unskilled laborers (6.3 per cent), street vendors (5.4 per cent), 
construction workers (5.3 per cent), rickshaw pullers (5.3 per cent), peons (4.1 per cent), domestic 
servants (3.5 per cent), petty shopkeepers (3.2 per cent), agricultural laborers (3.0 per cent), rag pickers 
(2.8 per cent), bidi makers (2.7 per cent), drivers (2.6 per cent), petty salesmen (2.2 per cent), and clerks 
(1.9 per cent). 

18. This position is in contrast with what Edwin Mills takes in his paper, "Urban Poverty in Selected 
Asian Countries", second draft of a Report for an Asian Development Bank conference, August 1992. 
According to Mills, higher urban densities and the residential segregation of the urban poor make the 
urban poor easier to identify. We disagree on the ground that the residential segregation he refers to—we 
assume in reference to the slums and squetter settlements—contains no more than 40—60 per cent of 
households that are "poor" according to the official definition. The balance of the poor live outside of such 
settlements, perhaps in a scattered manner throughout the cities. 

19. National Institute of Urban Affairs, Basic Services and the Urban Poor, Research Study Series, 
no. 46 (New Delhi, April 1991). This survey was carried out in small and medium-sized towns, and the 
indication is that the poverty level there is slightly higher than in the large cities. 
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the poverty line run the risk of falling below that line. The poverty gap among 
these households compares reasonably well with the gap worked out on the basis 
of unadjusted NSSO data. 

The unemployment rates among households living in slum and squatter 
settlements are consistently low. One survey places the unemployment rate in 
the 15-59 age group at 9.2 for males and 2.5 for females; another survey places 
these rates at 6.0 and 3.0 per cent, respectively, for males and females in the age 
group over five years. The same set of data shows that there is virtually no open 
unemployment in nearly 88 per cent of the poor households; in the remaining 
households, the number of unemployed per household varies between 1 and 5, 
although the number of households with more than three members unemployed 
is small. 

The pattern of unemployment among the urban poor shows that the rate of 
unemployment is decisively higher among the more educated than among the 
illiterates. Illiterates, as a general rule, seem to have lower rates of unemploy- 
ment. Most of the unemployed fall in the age group 15-29. The surveys reveal 
that, while the educated unemployed seek employment, they are not willing to 
accept jobs of any kind and prefer wage employment. 


Consumption Pattern. The share of expenditure on food declines with an 
increase in income. Studies on the pattern of household expenditure confirm this 
finding. The NSSO surveys show that, while in the aggregate, expenditure on 
food accounts for 59 per cent of the total household expenditure, in the lower 
household expenditure classes, such expenditure ranges between 66 and 75.2 per 
cent. The surveys of poor households reveal a much higher percentage of 
expenditure on food items—94 per cent in the expenditure category of less than 
Rs 30 per capita per month. In the higher expenditure categories, the nonfood 
component exceeds the food component; and in the poor households, food 
invariably accounts for a higher proportion of expenditure. The surveys further 
show that 18 per cent of households in the monthly expenditure class of less 
than Rs 85 spend between 78 and 98 per cent of their incomes on food alone, and 
that their daily expenditure on food ranges from Rs 0.89 to Rs 2.00 per capita. 
In households belonging to the high expenditure class, the daily expenditure on 
food ranges from Rs 4.81 to Rs 7.24 per capita, which is several times higher 
than the expenditure on food in the low per capita expenditure classes. 


Shelter Characteristics. The shelter characteristics of urban poor 
households are not known; what is known is that a certain percentage of 
households in slum and squatter settlements do not satisfy the consumption/ 
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expenditure criterion distinguishing the poor from the nonpoor.” Given this 
limitation, it is possible only to present a partial picture of the poor’s shelter 
profile, which appears very disturbing. First, very few of the poor live in 
structures that could be called low-risk structures. According to the surveys, 
only about 4—6 per cent of the poor households live in permanent structures; the 
rest live in structures that are either wholly or partly temporary or semiperma- 
nent, made up of tin, dung, cloth, thatch, and grass. 

Second, the tenurial status of poor households is uncertain, as the majority 
of them "own" their houses but not the lands, which under the law are 
considered to have been illegally occupied. Thus, they risk being evicted anytime 
and feel insecure. The high percentage of houseowners, reported to be 58 per 
cent in one survey and 65.3 per cent in another survey, is explained by their low 
rent-paying capacity. Within the rent-paying households, the burden is greater 
on the very poor households, which pay up to 25 per cent of their earnings as 
rent. Households with a monthly income of Rs 2,700—3000 allocate only about 
5 per cent of their earnings to rents. 

Third, the average area (gross) per person is low, varying between 3.79 and 
5.09 square meters (sq m) in households with low per capita expenditures. This 
indicates that the poor live in conditions of extreme overcrowding. As the per 
capita monthly expenditure increases, the average area per person rises by as 
much as 16.98 sq m in the highest expenditure category.” 


Access to Basic Services. The living conditions ofthe poor are exacerbat- 
ed by the absence of basic facilities in their households. The Seventh Five-Year 
Plan noted that the urban poor, because of their low paying capacity and also 
because of the peculiar conditions governing their settlement patterns, were 
generally deprived of adequate water and sanitation facilities. Microlevel 
surveys point out that only 46 per cent of the sampled households have access 
to piped water supply, while others depend on sources of questionable quality 
—23 per cent on shallow pumps; 16 per cent on handpumps; and 15 per cent on 
wells, ponds, rivers, and other sources. The same surveys show that many 
households depend upon community or public sources of water supply, and that 
only a few of them have private connections and sources. Although the figures 
on accessibility give one the impression of a satisfactory state, the fact is that 


20. There is virtually no information on where the remaining poor live and work. Is poverty a 
characteristic also of the formal settlements and a formal component of the labor market? More primary 
work is necessary in this 

. 21. See the percentage distribution of households, the average number of persons, and the average area 
of house per household per person in per capita monthly expenditure groups, All-India, Urban, 1973—74, 
National Building Organization, Handbook of Housing Statistics, 1982-83, p. 24. 
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the average per capita supply of water (which in many cases is of doubtful 
quality) in poor households is less than 25 liters per day, and that the long 
distance covered to obtain water inconveniences many households. 

In low-income, slum and squatter settlements, only 15 per cent of house- 
holds have private toilets, while 21 per cent have access to community toilets. 
What is disturbing is that 61 per cent of the poor households use “open spaces" 
for personal sanitation. I 

The cumulative effects of poor living conditions are reflected in high infant 
and child mortality rates among the urban poor households. While the whole 
country has registered a noticeable fall im infant and child mortality rates 
during the past several years, poor households continue to register significantly 
higher rates: 62 per 1,000 population for the former and an average of 123 per 
1,000 for the latter. Some cities with populations varying between 25,000 and 
50,000 even registered 187 per 1,000 population, while some cities with a 
population range of 10,000—25,000 had an average of 174. In the case of child 
mortality, however, no difference is reported in rates between poor and nonpoor 
households. 

This profile of the poor is thus very disconcerting, with nearly all indica- 
tions pointing to the fact that the poor have large families, irregular sources of 
livelihood, low-end and low-productive jobs, insecure shelter, and inadequate 
services. However, any conclusion that the poor are a homogeneous set of people 
and could thus be approached by a single set of policies and programs can only 
be hasty, as microlevel studies surveyed for this paper that relate to slums and 
squatter settlements have only partially covered the poor households. 


Policy Framework for Urban Poverty Reduction 


While the subject of public policies has variously been dealt with and 
interpreted in the literature, empirical work on the nature and extent of the 
relationship among policies, policy instruments, and poverty remains inade- 
quate. For instance, Jagdish Bhagwati, in analyzing the alternative policy 
designs, divides the policy instruments into two classes: (1) indirect instruments, 
ie., those that use resources to accelerate growth and thereby impact on the 
incomes and hence the living standards of the poor; and (ii) direct instruments, 
ie., those that rely on the public provision of minimum-needs oriented 
education, housing, nutritional supplements and health care, and transfers to 
finance private expenditures on these and other components of the living 
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standards of the poor.” The primary distinction between the two classes drawn. 
by Bhagwati is that the former is keyed to creating income and hence consump- 
tion, and the latter to providing consumption involving redistribution among 
different groups. Other scholars have preferred to discuss public policies for 
poverty reduction via (i) growth, (ii) redistribution with perfect targeting, and 
(iii) redistribution with imperfect targeting.“ Many others have sought to 
explain, within the scope of such discussions, how and why poverty and 
deprivation are produced, focusing attention on the relationships among 
economic development, urbanization, social change, and the exercise of political 
power as they impinge on the plight of the poor. Still others have attempted to 
trace within the public policy framework the connections and linkages among 
exchange rates, monetary policies, interest rate policies, wage policies, and 
poverty.” At stake in all discussions on the subject are the issues of causality 
and the degree of confidence with which such relationships could be defined and 
used in designing poverty reduction strategies. Such causalities are, however, 
difficult to establish. 


Macroeconomic Policies and Urban Poverty 


Growth, Employment, and Poverty. India’s First Five-Year Plan was 
launched with the primary aim of raising the standard of living of the people. 
India has since then achieved noticeable economic progress. At first, the 
economy grew slowly at an average rate of 3.3 per cent per annum until the 
1970s, but in the 19808 the growth rate accelerated to about 5.5 per cent per 
annum. This was accompanied by a significant increase in the investment rate 
and a decline in the capital output ratio, indicating more efficient use of capital. 
A rising savings rate sustained a rising rate ofinvestment, which increased from 
about 10.7 per cent of GDP in the period 1951-1956 to about 23 per cent in 
1985-1992. 

During those periods, India also experienced large structural changes in the 
economy, which became visible in the form of a shift in the sectoral composition 
of output, the diversification of activities, and the use of advanced technology. 
The composition of output changed steadily over the decades, showing a 
significant upward shift in the share of the secondary and tertiary sectors. These 
changes in the economy led to an increase in GDP, which, in combination with 


22. Jagdish N. Bhagwati, "Poverty and Public Policy", World Development, vol. 16, no. 5 (1988). 
23. See Kanbur, op. cit. 
24, See, for example, Mills, op. cit. 
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essentially the same distribution of expenditure among different groups, may 
have been a factor underlying poverty reduction in the country. 

Employment generation is central to any poverty reduction effort. Apart 
from the overall investment in the economy, the levels of urban employment are 
crucially dependent on the preferred technological options, labor laws and 
regulations, and industrial policies. An investment rate of 23 per cent can 
produce different impacts, depending on whether the country opts for capital- 
intensive or labor-intensive modes of production. Likewise, labor laws, which 
only safeguard the interest of those who are employed, can often restrict 
employment generation. Focusing on small as opposed to large industries can 
have a decisive influence on employment generation. 

As indicated earlier, the employment growth rate in the organized sector 
was a low 2.11 per cent per annum during the 1972/73 to 1987/88 period, and 
dipped further to a particularly low 1.38 per cent in the 1983-1988 quinquen- 
nium. The Annual Survey of Industries, which provides data on the factory 
sector, also reported similar trends: a rapidly rising employment in the 1970s, 
a moderate growth rate in the early 1980s, and declines in the 1982/83 to 
1987/88 period. The employment slowdown was also corroborated by the NSSO 
surveys. In other words, this period was marked by "jobless" growth. 

Why did employment not grow during those periods? A few labor market 
studies have pointed to several features of industrial and labor policies that they 
think were “inimical to employment generation". In particular, the following 
features have been isolated for their adverse effect on employment: (i) Many 
incentives to stimulate industrial growth (e.g., concessional credit and capital 
subsidies) were related to capital and not to labor. Such incentives encouraged 
activities that were capital-intensive rather than labor-intensive,” (ii) Existing 
labor regulations restricting the retrenchment of workers and the closure of 
factories acted as a disincentive to the expansion of organized sector employ- 
ment, (iii) The legal framework and government apparatus regulating industrial 
labor and labor management relations produced disincentives to employment’ 
growth in organized manufacturing. Labor laws and regulations covered 
primarily workers in large firms; and although these were designed to safeguard 
their interests, they in fact increased the direct and indirect costs of labor. These 
proved to be a major disincentive to employment expansion, (iv) The general 
protection of the industry sector reduced not only the efficiency and competitive- 
ness of Indian industry but its growth potential and employment-generating 
capacity as well. 


25. See World Bank, India: Poverty, Employment and Social Services (Washington, D.C., 1989). 
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The long stagnation of Bombay’s organized sector labor market provides one 
example of how protective policies have had adverse effects on employment 
generation.” The same holds true for other cities. 


Poverty Reduction via the Provision of Housing. The provision of 
housing has been listed in the Five-Year Plans as an important objective of 
planning in India. There are several policy initiatives that are central to the 
attainment of this objective, notably in the spheres of legislation and institu- 
tional arrangements. In the sphere of legislation, mention should be made 
especially of the Urban Land (Ceiling and Regulation) Act of 1976 and the State 


Level Rent Control Acts. Aside from legislation, several initiatives have been ` I 


taken to support housing for the economically weaker sections and low income ` 
groups directly. These are manifest in sites and services, and in slum improve- 
ment and upgrading projects. I 

Over the past few years, land and housing policies in India have undergone 
many changes. From their rather limited objective of making housing available 
to the poorer segments of society, these policies today form an important part of 
the overall strategy to reduce poverty and generate employment. Moreover, they 
are viewed as "an integral part of the overall improvement of human settlements 
and economic development".”’ But despite massive investments in housing and 
other related efforts, the housing problem continues to be daunting. 

Studies both by the private sector and by various task forces, committees, 
and commissions formed by the government were conducted to assess the impact 
of land and housing policies, particularly on the poorer sections of the urban 
population. Some pertinent findings of these studies are: (i) The total housing 
Stock for the economically weaker sections that has been added as a result of 
specially formulated institutional arrangements is inadequate. In fact, over the 
years, housing deficits have grown enormously, with the poor suffering the most 
on account of the rising gap between the demand for and supply of housing, 
(ii) Despite big increases in housing investments, the formal system was not able 
to cope with the rapidly expanding demand for housing, (iii) The existing legal 
and regulatory framework was responsible for the slow release of serviced land 
by the public agencies; consequently, land market operations were slow and 
ineffective, (iv) The existing systems excluded the majority of the poor from the 
formal housing market. The inability of the poor to build or acquire legal shelter 
was the single most important factor underlying the proliferation of slums and 
squatter settlements, (v) The concept of affordability adopted in most sites and 


26. L.K. Despande, Segmentation of Labour Market: À Case Study of Bombay (Orient Longmans, 1985). 
21. Government of India, National Housing Policy (New Delhi, May 1992). 
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services projects was too simplistic. The usual way was to assume how much a 
family could pay for housing. The evidence that “affordability” determined in 
this manner was not adequate became obvious on account of the high default 
rates in recovering costs and the high turnover in such projects, (vi) While the 
involvement of the beneficiaries and the community approach were considered 
necessary in low-cost housing programs, very few agencies were able to adopt 
and use them effectively. 


Poverty Reduction through Education and Health. Education and 
health services are very important to the poor in two ways. First, they enhance 
labor market opportunities. The evidence suggests that good health, high energy 
(nutritional) levels, and educational attainment often command a premium in 
the urban labor markets. The temporary withdrawal of the poor from the 
workforce because of illness and nutrition-related weaknesses can have adverse 
effects on their incomes and productivity. These attributes of the poor are likely 
to become even more important in the future as the economy opens up and 
becomes more competitive and integrated. Second, good health, adequate 
nutrition, and basic education are not merely inputs that can raise earnings and 
contribute to economic growth; they are desirable ends in themselves. 

Public expenditure on education, health, and nutrition (food subsidy) 
accounts for approximately 17 per cent of the total public expenditure in the 
country (capital and revenues combined). Individually, the share of education 
is about 11 per cent, that of health 4.14 per cent, and that of food subsidy 
available to the population via the public distribution system 1.78 per cent. 
During the past several years, public expenditures on these services have 
remained largely unchanged, with their share oscillating between the 16.75 per 
cent in 1977/78 and 17.18 per cent in 1987/88. An increase has taken place in the 
education sector. The share of food subsidy, however, registered a decline during 
this period. Corresponding with the increase in total public expenditure, the rate 
of increase in these services has been slightly higher, suggesting that they have 
been given priority vis-à-vis others. 

Public expenditure on education, health and food subsidy accounts for less 
than 2 per cent of the total GDP. This share, which has risen in the past few 
years, suggests the increasing importance of these sectors in the order of 
development priorities. 

There are substantial variations in the pattern of public expenditure among 
states. The highest levels of per capita expenditure on social services may be 
observed in Kerala, Punjab, Gujarat, and Haryana. Despite having a lower SDP, 
Kerala's public expenditure on social services is as high as that in states like the 
Punjab and Gujarat. Low levels of expenditures on social services can be 
observed in Bihar and Uttar Pradesh, and the pattern that emerges is that of a 
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significantly positive correlation between per capita SDP and per capita outlay 
on social services, with Kerala, Rajasthan, Orissa, and Haryana being the 
exceptions in varying degrees.” 

Are the expenditures on education and health in India comparable to those 
in other developing countries? While it is difficult to address this question in any 
conclusive manner, it might be useful to highlight some facts. First, the low 
public expenditure on education in India—in terms of both the absolute levels 
and as a percentage of GDP—is lower than that of many developing countries. 
Tapas Sen shows that India’s per capita public expenditure of approximately $10 
on education as a percentage of GDP (3.4) is lower than that of Egypt, Kenya, 
Malaysia, and Thailand. Second, there is no indication that states with lower 
literacy rates are necessarily spending more on primary education. Third, while 
there are substantial subsidies for health and education, the share of primary 
education and other primary-level services in subsidies is the least.” 

In contrast to education, public expenditure on health as a proportion of 
GDP is not particularly low; moreover, private expenditure on health in India 
is higher than public expenditure, with the two adding up to about 4 per cent of 
GDP.” Yet, there are several countries with fewer resources that have health 
indicators better than those of India. The reason for this has been explained by 
independent researchers in two ways: (i) the existence in India of an institution- 
al system that cannot deliver services efficiently, and (ii) the greater emphasis 
on curative rather than preventive health services. K.N. Reddy shows that 
substantial progress can take place in health services even with small increases 
in health expenditures, provided that these are properly targeted.” 

The above figures and analysis suggest that the education and health 
sectors continue to occupy a low place in the order of development priorities, 
with no indication that they are being treated as a part of the strategy of either 
poverty reduction or human development. Per capita expenditures on these 
sectors are low; further, subsidies for them are mistargeted and misused. 


28. Tapas Kumar Sen, "Public Expenditure on Human Development in India: Trends and Issues” (Paper 
presented at the Symposium on Economic Growth, Sustainable Human Development and Poverty 
Alleviation in India, 1992). 

29. Sudipto Mundle and M. Govinda Rao, "The Volume and Composition of Government Subsidies in 
India: 1987-88", Current Policy Issue, no. 13 (New Delhi: National Institute of Public Finance and Policy, 
December 1991). 

30. Charles Griffin, Health Sector Financing in Asia, Asia Regional Services (Washington D.C.: World 
Bank, 1990). 

81. K.N. Reddy, "Health Expenditure in India", Working Paper, no. 14 (New Delhi: National Institute 
of Public Finance and Policy, 1992). Reddy calculated that a 1 per cent increase in per capita expenditure 
on medical and public health and other components of health such as family welfare could reduce the 
infant mortality by 7.9 per 1000. 
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Targeted Programs for the Poor: A Direct Approach. One of the most 
visible and, prima facie, appealing approaches to reducing the incidence of 
poverty is to increase the incomes of the poor. The emergence of this approach 
owes itself partly to the failure of the macroeconomic processes to trickle down 
to the poor, and partly to the reinforcement of the macroeconomic processes. 

In the urban areas the process of identifying the poor and consequently 
targeting them has always been a difficult proposition. The present practice of 
separating the poor from the nonpoor is ambiguous, relying on income 
assessment in some cases and on the place of residence, i.e., whether the 
household lives in a slum or not. This practice poses serious problems as, first, 
the income criterion carries with it the usual risk entailed in its estimation and 
assessment, and, second, as earlier noted, the slum settlements are places of 
residence not only for the poor but also for the nonpoor. This perhaps explains, 
at least in part, why in the urban areas, direct poverty reduction programs 
emerged for the first time only during the Seventh Plan period, 1985—1990. 

Three types of programs currently exemplify the direct approach: 
(i) employment and enterprise-related programs; (ii) the provision of basic 
services such as health, education and income-generating activities for thé 
low-income and poor households; and (iii) shelter improvement and housing for 
the poor. The direct provision of wage employment is an efficient instrument for 
poverty reduction. Similarly, the generation of self-employment is an effective 
means of assisting poor households to become producers engaged in commodity 
production or the production of services with a fairly small capital investment. 
Provision of services is critical in securing access to labor market opportunities. 

The Nehru Rozgar Yojna, launched in 1989/90, is an employment program 
targeted at household members who are below the poverty line. Its basic 
objective is to generate employment opportunities for the unemployed and 
underemployed urban poor. The program, which aims at upgrading the skills of 
urban poor beneficiaries to enable them to set up self-employment ventures, and 
providing wage employment through the creation of socially and economically 
useful assets, has three components: 

* The Scheme of Urban Micro Enterprises. This program aims at skill 
upgrading and the provision of subsidies and loans to urban poor 
beneficiaries with the objective of setting up micro enterprises iri 
industry, services, and business. It is meant to encourage unemployed 
and underemployed urban youth to take up self-employment ventures: 
Infrastructure support will be provided for technological upgrading, 
designs, marketing, etc., and a 25 per cent subsidy will be provided to 
beneficiaries setting up micro enterprises, with expenditures thereon to 
be shared equally by the central government and the state government/ 
urban local bodies (ULBs) on a 50:50 basis. | 


l 


62 Asian Development Review 


* The Scheme of Urban Wage Employment. This scheme aims at providing 
wage labor to urban poor beneficiaries through the construction of 
economically and socially useful public assets within the jurisdiction of 
ULBs. Under the scheme, municipal works such as roads, pathways, 
drainage, low cost water supply, and community facilities, which have a 
large component are to be undertaken. These works are to be implement- 
ed in urban settlements with a population of less than 0.1 million. The 
minimum wages prevalent in different ULBs are to be given to unskilled 
workers. Expenditures for the schemes will be shared by the central 
government and the state governments on an 80:20 basis. 


* The Housing Scheme and Shelter Upgrading. This scheme aims at 
providing employment to the urban poor through housing and building 
activities via two components: (i) training and skill upgrading for masons, 
carpenters, plumbers, sanitary workers, and workers engaged in 
reinforcement and roofing as well as infrastructural support for common 
activities; and (ii) subsidy-cum-loan assistance for eligible beneficiaries 
for housing and shelter upgrading. The scheme operates in settlements 
with a population of between 0.1 million and 2.0 million. A 25 per cent 
subsidy will be provided to beneficiaries of housing and shelter upgrad- 
ing, expenditures for which will be shared by the central government and 
state governments/ULBs on an 80:20 basis (for the Eighth Plan, the 
subsidy sharing between central and state governments/ULBs is 60:40). 
The institutional financing for the program is provided by Housing and 
Urban Development Corporation (HUDCO). Beneficiaries under the 
housing scheme of HUDCO can also avail themselves of a supplementary 
loan. 


In the implementation of the Nehru Rozgar Yojna program, the ULBs are 
expected to play an important role in the identification of beneficiaries, the 
maintenance of liaison with the banks, the counselling of beneficiaries on the 
selection of projects, the allotment of sites, and other related matters. The 
impact or coverage of this program, which has been in operation for about three 
years, has not yet been evaluated or assessed. 

As distinguished from individually targeted employment programs, the 
Urban Basic Services Program for the Poor (UBSP) is area based and involves 
the provision of basic services to urban poor households with community 
participation. It originated in the conventional urban community development 
programs, and was built on the premise that participation and leadership are 
crucial elements in the effective use and management of services such as 
primary health, primary education, basic sanitation, water supply, and income- 
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generating activities particularly for poor women. Because the UBSP is area! 
based, it also benefits nonpoor households. 

The UBSP program, which began in 1986, has expanded both in terms of 
spatial and component coverages. The few assessments of its effectivity that 
have been conducted show mixed results; this program has begun to pay off in 
terms of an improved quality of life in areas like Hyderabad, which has had a 
long history of community development, and Indore, where the success of the 
program has led many bilateral agencies to invest in similar activities. In most 
other cities, the impact of the UBSP has barely been felt. Indeed, it has 
developed serious problems of interinstitutional and organizational conflicts as 
one study notes. The irony is that while, on the one hand, the program generated 
considerable participation among local communities and engendered higher 
aspirations, on the other hand, public bureaucracy at the local and district levels 
kept the UBSP at arm's length. Targeting and leakages have been pointed out 
as crucial limitations of programs such as the UBSP; moreover, doubts have 
often been expressed whether, given the overall resource constraints, these 
programs can get the financing to cover a substantial number of the poor. 


Innovations and Urban Poverty. A noteworthy feature of India's 
multipronged attack on urban poverty is the success of a few city-based 
programs run by nongovernment organizations and communities. The Hyder- 
abad Urban Community Development Project, Sulabh International of Patna’, 
Arumbakkam Sites and Services Project of Madras, and the activities ofthe Self, 
Employed Women’s Association are among such programs. They differ a lot from 
each other in philosophy, size, focus, organizational approach, and per capita 
cost, yet contain elements that are strikingly similar. 

The adjustment program in India is very recent, having been initiated some 
two years ago under the now-familiar conditions of external and domestic fiscal 
disequilibrium, and rising inflation. As a result of the stabilization policies, the 
economic situation—as reflected in the balance of payments, the budgetary 
deficit, and the inflation rate—has improved substantially. The inflation rate 
has declined to about 6 per cent from just over 13 per cent at the start of the 
reforms. This moderation in the inflation rate is due in part to the improved 
performance of agriculture and in part to the reduction in the central govern- 
ments fiscal deficit, which is a key element in the strategy for macroeconomic 
management. The central government's gross fiscal deficit has dropped from 8.4 
per cent of GDP in 1990/91 to about 5 per cent as of this writing.” 


32. Ministry of Finance, Government of India, Economic Reforms: Two Years After and the Task 
(New Delhi, 1993). 





64 Asian Development Review 


Apart from the economic stabilization policies, the reform measures are 
important for the growth of the Indian economy and its integration with the 
global markets. According to the Economic Survey of 1992-93, the delicensing of 
industries has worked well. Competition has been intensified, and Indian 
industry now shows a certain dynamism. Several initiatives have been taken to 
promote foreign investment such as the automatic permitting of foreign equity 
holdings of up to 51 per cent in most industry groups, and facilities for portfolio 
investment by foreign institutions. Reforms are in the pipeline on the pricing, 
regulation and financing of capital-intensive infrastructure industries. A 
gradual reduction in subsidies has also been accepted as an important feature 
of the reform process. 

The period of adjustment, however, is still too short to be studied in respect 
to its effects on different groups of people. It is also not possible to make any 
judgment in this regard in the absence of any system of monthly, quarterly, or 
even yearly data on household consumption, or on employment/unemployment 
trends. Sudipto Mundle, in a recent paper, attempts to assess the effects of 
stabilization and related policy changes on employment and unemployment in 
general, and specifically on informal, non-agriculture sector employment. He 
presents three scenarios in his study: (i) the projection of an employment/ 
unemployment profile that would obtain in the absence of any stabilization 
program, (ii) an employment/unemployment profile under a scenario of high 
growth, and (iii) a profile under a scenario of low growth. According to 
Mundle, unemployment will rise under all three scenarios. In the first scenario, 
it will rise on account of the slower growth of labor demand as compared with 
the growth of labor supply. The high growth scenario will push the unemploy- 
ment rate in 1993/94 to 5 per cent, while low growth will push it to 6.6 per cent 
in the same period. Mundle further shows that there could be a sharp increase 
in the level of unemployment among marginal urban communities surviving on 
low-paying informal sector jobs during the stabilization period, leading in turn 
to a greater incidence of poverty, heightened distress, and social tensions in 
urban areas. The Economic Survey of 1992/93 also alludes to the possibility of 
rising unemployment, which it believes may be one of the consequences of 
reform laws (e.g., labor laws) that have lost their relevance in the changing 
economic environment. As it observes: "if an enterprise turns sick or closes 
down, it is difficult to secure to [sic] the workers rights which only a healthy 


en 


33. The high growth variant assumes a GDP growth of 3.9 per cant in 1991-92, 3.0 per cant in 1992-93, 
and 6.7 per cent in 1993-94. The low growth variant assumes a GDP growth of 2.8 per cent in 1991-92, 
1.7 per cent in 1992-93, and 3.8 per cent in 1993-94. See Sudipto Mundie, "The Employment Effects of 
Stabilization and Related Policy Changes in India: 1991~92 to 1993-94", Current Policy Series Paper, 
no. 15 (New Delhi: National Institute of Public Finance and Policy, 1991). 


The State of India’s Urban Poverty 65 


enterprise could afford to give. In a competitive world, the fortunes of firms are 
inextricably linked with their performance and it is difficult to envisage a 
system which insulates workers from the misfortunes of the firms in which they 
work". 

Whether unemployment will rise and whether the poor will be hurt as a 
result of economic reforms and stabilization are crucially dependent on the speed 
of fiscal consolidation, the improvement in the efficiency and profitability of 
public enterprises, and the overall success of structural reforms designed to 
accelerate the pace of economic development and the resource generating 
capabilities of the economy. 


India’s Urban Poverty: Future Prospects 


As the process of urbanization and urban population growth gain 
momentum, as is likely to happen with current economic policies and the usual 
demographic pressures, the poverty agenda would assume greater significance 
in the country. Even assuming that poverty levels can be held at the 1987/88 
level and not be allowed to deteriorate, the prospects of adding by the year 2000 
anywhere from 20 million to 35 million people to the already large base of the 
urban poor are frightening. This is particularly so since tackling poverty has so 
far proved to be difficult and complex and bound up with several issues 
including priorities (rural versus urban; directly productive sectors of agricul- 
ture and industry versus education and health), institutional roles (governments 
versus the market), and financial systems (subsidies versus the beneficiaries- 
pay principle). 

The future prospects of poverty reduction under these circumstances are 
crucially dependent on five factors: (i) the extent to which the process of future 
economic growth can shift to labor-intensive employment strategies by appropri- 
ately pricing capital, on the one hand, and by instituting labor market reforms, 
on the other; (ii) the extent to which the various rigidities that characterize the 
land and shelter markets can be eliminated so as to increase the access of the 
poor to such markets; (iii) the extent to which investments can be directed to 
education and health sectors and used efficiently and equitably; (iv) the extent 
to which various programs such as the Nehru Rozgar Yojna, Urban Basic 
Services for the Poor, and shelter-related programs can be consolidated and 
accessed via a single source of funds, e.g., a Development Fund for the poor as 
opposed to current multiple sources and multiple administrative arrangements; 
and (v) the extent to which information on the poor, e.g., what they consume and 
what they produce, and the sensitivity of their consumption and production 
patterns to price changes, can be mobilized and used in monitoring progress. 
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This agenda for tackling urban poverty seems to fit in with the philosophy 
underlying the current economic reforms in the country. A recent discussion 
paper of the Government of India entitled Economic Reforms: Two Years After 
and the Task Ahead points to the following needs: 


(i) 


Gi) 


Gii) 


A review of the operation of the current Industrial Disputes Act (in 
particular, the requirement for prior approval by government for closure 
of deeply troubled units and the retrenchment of labor), as it vitally 
affects the incentives for investment as well as for increased employ- 
ment. À portion worth quoting from the paper runs as follows: "In 
protecting the interests of those who are currently employed, we must 
not lose sight of the need to create fresh jobs for those newly entering 
the labor market. Rigid rules limiting the flexibility with which labor 
can be hired and retrenched have the effect of pushing entrepreneurs 
into more capital intensive technology to reduce the number of workers 
they have to deal with. It also leads to practices such as hiring of casual 
labor which is periodically turned over to avoid acquiring permanency 
status. None of this is in the interest of labor or employment”. 


The amendment of laws such as the Urban Land (Ceiling and Regula- 
tion) Act and the simplification of the existing approval procedures for 
Shelter projects. According to the paper, "the implementation of the Act 
has severally undermined the operation of the market in land, 
contributed to spiralling land and property prices and not achieved the 
original purpose of broadening ownership". 


A redirection of séctoral priorities and a reallocation of bigger shares of 
the education and health budget to primary education, basic health 
care, and women and child welfare. As the paper noted, "the orientation 
of expenditure priorities in favor of primary education and basic health 
will entail reduction of existing subsidies to higher education and 
non-basic health facilities", and, "too often our past policies have 
devoted disproportionate resources to subsidizing the education and 
health care of the better-off sections of our society. Higher education has 
been massively subsidized while primary education has suffered 
relative neglect". Thus, a reorientation is necessary on account of higher 
social returns to both primary education and preventive and primary 
health care. 


34. Ministry of Finance, op. cit. 
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(iv) The ensuring of a better targeting of poverty reduction programs on the 
"poorest", making sure that these do not benefit instead the less worthy. 


It is this set of guidelines that spells out the task of reducing urban poverty 
in India in the future. It also sets the guidelines for the government, for the 
market, and for others in the charting of their strategies to contribute to poverty 
reduction. What is important is the convergence of strategies rather than their 
divergence, as has often been noted in India’s case. This will be possible when 
the respective roles of the government, nongovernment partners, communities, 
markets, and international organizations are clearly defined and delineated. 


Urban Poverty in Indonesia: 


Trends, Issues, and Policies 
Carunia Mulya Firdausy' 


Indonesia in the 1990s and beyond. One explanation for this is that 

urbanization will likely accelerate in the future, while efforts to deal 
with it will remain inadequate. This inadequacy will occur not only because of 
the lack of development funds to provide goods and services to meet basic urban 
needs, but also because of the government's limitations to create urban 
employment opportunities. In addition, it is widely felt that policies to meet 
rapid urbanization will tend to benefit the nonpoor more than the urban poor, 
as in the past. 

The statistics on the urban poor vary widely depending on the poverty lines 
used. Using the poverty line approach (official poverty line) of the Central 
Bureau of Statistics (BPS), it was estimated that the proportion of the urban 
poor declined from 39 per cent in 1976 to 17 per cent in 1990.! However, in 
terms of absolute numbers, the number of the urban poor did not change much 
over this period. In 1976 the urban poor numbered 10 million people, while in 
1990 the figure was 9.4 million, accounting for more than one third of the total 
poor. Hence, the number of the urban poor has remained high. 

This paper has a twofold objective: First, it attempts to identify critical 
issues and key economic policy concerns regarding urban poverty reduction. 
Second, it aims to specify and assess policy options and financing approaches to 
problems posed by urban poverty. Before examining these issues, it is necessary 
to discuss first the trends and patterns of urbanization in Indonesia. 


[ | rban poverty will be among the great development challenges to face 


* Research Associate, Centre for Economic and Development Studies, Indonesian Institute of Sciences 
(PEP-LIPD), Jakarta. The author wishes to thank Dr. Thee Kian Wie for helpful comments on an earlier 
draft of this paper. Financial support from the Asian Development Bank is gratefully acknowledged. The 
author is solely responsible for any errors. 

1. The BPS poverty line approach (which is the official poverty line) is calculated based on 2,100 calories 
and an allowance for essential nonfood expenditures. 
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Level and Pattern of Urbanization 


The overall level of urbanization in Indonesia, defined as the proportion of 
the total population living in urban areas, is considered low by world stan- 
dards.” In 1990 the average level of urbanization for the world as a whole was 
estimated at 43 per cent, whereas for the developed countries it stood at 72 per 
cent. However, by Asian standards (excluding the Fiji, Republic of Korea, 
Malaysia and the Philippines) the level of urbanization in Indonesia is relatively 
high. In 1990 about 31 per cent of the total Indonesian population lived in urban 
areas. This percentage was higher than that of Thailand (23 per cent), India (28 
per cent), People’s Republic of China (21 per cent), Bangladesh (14 per cent) and 
Sri Lanka (21 per cent) in 1990.° 

The average annual growth rate of Indonesia’s urban population has been 
rapid since 1970. The urban population grew at 3.6 per cent per annum on the 
average between 1961 and 1970, and in the following decade, the growth was 4.6 
per cent per annum. In the decade 1981-1990 urban population grew at an 
average annual rate of 5.4 per cent, one of the highest rates in the world. As a 
result, the number of the population living in urban areas increased from 9.5 
million in 1970 to 55.4 million, representing 31 per cent of the total population 
in 1990. 

Of the urban population, about 8 million are living in the national capital 
city of Jakarta, while the remainder are in other cities and towns. There are six 
other cities with a population of over one million, namely, Surabaya (East Java), 
Bandung (West Java), Medan (North Sumatra), Semarang (Central Java), 
Palembang (South Sumatra) and Yogyakarta. 

Ten provinces experienced high urban population growth rates from 1980 
to 1990. For example, the province of Bengkulu (on the island of Sumatra) had 
an urban growth rate of 12.7 per cent, while its rural growth rate was only 3 per 
cent. While the urban population growth rates of provinces in Java were 
relatively low in comparison with those of provinces outside of Java, their urban 
populations were very large (see Table 1). 


2. Urban is defined in Indonesian statistical records as an administrative unit that fulfills three criteria: 
(i) a population density of more than 5,000 people per square kilometer; (ii) 25 per cent or less of the 
households engaged in agriculture as the primary source of income; and Gii) more than eight of the 
following 12 urban facilities—motorized public transportation, movie theater, primary schools, junior or 
senior high school, health clinic, maternity clinic, public health canter, post office, bank, indoor market, 
shopping place, hotel. See Tommy Firman, "The Spatial Pattern of Urban Population Growth in Java, 
1980-1990", Bulletin of Indonesian Economic Studies, vol. 28, no. 2 (Canberra: Australian National 
University, 1992), pp. 95-109. 

3. Ernesto M. Pernia, "Aspects of Urbanization and the Environment in Southeast Asia", Asian 
Development Heview, vol. 9, no. 2 (1991), pp. 113—136. 
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Table 1: Indonesian Provinces with the Highest Urban 
Population Growth Rates, 1980-1990 


Population Growth Rate 1980-1990 


(per cent) 

Population — F —n 
Province in 1990 Urban Rural Urban + Rural 
Bengkulu 1,179,122 12.7 8.0 4.4 
Southeast Sulawesi 1,349,619 10.1 2.8 8.7 
Central Kalimantan 1,396,334 9.6 1.6 3.9 
Central Sulawesi 1,711,327 9.3 2.0 2.9 
Jambi 2,016,159 9.0 2.3 3.1 
D.I Aceh 3,415,398 8.7 1.9 2.7 
Maluku 1,851,087 8.7 1.8 2.8 
D.I Yogyakarta 2,912,611 7.9 -2.8 0.6 
West Java 35,378,483 7.8 0.1 2.6 
Bali 2,777,356 7.3 -0.8 1.2 
Jakarta 8,222,515 3.1 3 2.4 
Indonesia 179,321,641 5.4 0.8 1.97 


.. = not available. 
Source: Biro Pusat Statistik, The 1990 Population Census (Jakarta, 1992). 


Both the percentage and the size of the urban population will continue to 
increase in the future. According to the former Indonesian Minister of Popula- 
tion and the Environment, it is expected that by the end of this century 50 per 
cent of the country's total population will be living in urban areas.* 

Given further rapid urbanization by the turn of the century, the problem of , 
poverty in urban areas will most likely persist. In addition, such rapid 
urbanization and the incidence of urban poverty will lead to a deterioration of 
the urban environment, more urban crime, traffic congestion, unemployment 
and underemployment. Therefore, a better understanding of the critical 
aspects of urban poverty is very important for the formulation of more effective 
policy measures to address these problems. 


4. Emil Salim, Keynote Address, Urban Research Conference in the Developing Countries (Jakarta, 
1992). 

5. See, for example, Andrew Hamer et al, Indonesia: The Challenge of Urbanization, Staff Working 
Papers, no. 786 (Washington D.C: World Bank, 1986); and Pernia, op. cit. 
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Trends in Urban Poverty 


There have been studies on urban poverty in Indonesia since the 1970s. 
Since that decade, Indonesia, with its rapid economic growth, has attracted both 
local and foreign scholars to study the effects of accelerated growth on living 
standards. However, almost all of their studies have focused on the incidence of 
rural poverty, while studies on urban poverty have not been given much 
attention.® This may be attributed to the assumption that poverty in Indonesia 
is arural problem, while the incidence of urban poverty is likely to disappear as 
a result of the "trickle-down" process of urban economic growth. But this 
assumption does not seem convincing, as will be shown later in this section. 

The magnitude and trends in the incidence of urban poverty are subject to 
the types of poverty lines used. If one uses the BPS poverty line, the estimates 
of urban poverty will be different from those that could be derived using the 
World Bank’s and Esmara’s poverty lines, given the same data sources (see 
Table 2). It can be seen that estimates of the incidence of urban poverty differ 
according to the poverty line used. The conclusion clearly derived is that the 
aggregate incidence of urban poverty over the last 25 years has declined. 

However, the decline in the incidence of urban poverty appears to have been 
at a slower rate than the incidence of rural poverty. More importantly, the 
absolute number of the urban poor remained almost the same over the period 
1976-1990 (see Table 3). This suggests that the incidence of urban poverty 
shows a slow downward trend, at least in terms of the absolute number of urban 
poor. 

As regards the regional incidence of urban poverty, there has been an 
increasing trend in the proportion of the urban poor, particularly during years 
1987-1990. Of the urban areas outside of Java, it is South Sumatra, West 
Kalimantan, and West Nusa Tenggara that, in relative terms, have the largest 
incidence of urban poverty. In 1990 the incidence of urban poverty in West Nusa 
Tenggara was about 32.2 per cent, followed by South Sumatra with 23.6 per cent 
and West Kalimantan with 22.4 per cent (see Table 4). 

In the urban areas of the provinces of Java, the percentage of poor in 
Central Java, East Java, West Java and D.I Yogyakarta was high, accounting 
for about one fifth of the total urban population in each province. Though the 
percentage of the poor in Jakarta in 1990 was relatively low in comparison to 
that of other urban areas in 1990, poverty in this city showed an upward trend 
during 1987-1990. 


6. Almost all of the available studies on urban poverty specifically deal with Jakarta; see, for example, 
Gustav F. Papanek, "The Poor of Jakarta", Prisma (Jakarta, 1975). 
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Table 2: Percentage of Population under the Poverty Line According to 
Different Poverty Measures, 1964/65-1990 





























Urban Rural 
Year BPS*  Sajogyo  Esmsara WB BPS* Sajogyo! Esmara 
1965° 66.1 44.0 ey 49.3 51.6 
1970 ee 45.4 38.1 50.7 P: 31.3 49.1 
1976 38.8 81.2 39.9 31.5 40.4 28.1 46.4 
1978 30.8 21.2 41.6 25.7 33.9 29.7 46.6 
1980 29.0 24.4 37.3 19.7 28.4 17.1 48.2 
1981 28.1 18.2 32.3 s 26.5 8.0 40.0 
1984 23.1 31.3 31.3 14.0 21.2 TA 39.3 
1987 20.1 30.4 30.4 8.3 16.4 3.2 36.0 
1990 16.8 14.68 25.72 n.c. 14.3 n.c. n.c. 
.. n not available. 
ne, = not calculated. 


a Not calculated for 1964/65 or 1970. 


b Implicit cereal price derived from Susenas publications. The poverty line was set in terms of 20 kg of 


cereal in rural areas and 30 kg in urban areas. 


c Excludes Jakarta, West Nusatenggara, Maluku, and Irian Jaya. 
d Author's estimation. 
Sources: Biro PusatStatistik, Kemiskinan dan Pemerataan Pendapatan di Indonesia, 1976-1990 (Poverty, 
Income Equality in Indonesia, 1976-1990) (Jakarta, 1992); and Anne Booth, "Income Distribution 
and Poverty," in The Oil Boom and After: Indonesian Economic Policy and Performance in the 
Soeharto Era, ed. Anne Booth (Singapore: Oxford University Press, 1992). 


Year 


1976 
1978 
1980 
1981 
1984 
1987 
1990 


Table 3: BPS Poverty Line, Total and Percentage of the 
Population Defined as Poor, 1976-1990 














Poverty Line Percentage of 
(Rp/capita/mo) Total Poor (millions) the Population 
Urban Rural Urban Rural Urban + Rural Urban Rural Urban + Rural 

4,522 2,849 10.0 442 54.2 38.8 40.4 40.1 

4,969 2,981 8.3 38.9 47.2 30.8 33.4 33.3 

6,831 4,449 9.5 32.8 42.3 29.0 28.4 28.6 

9,777 5,877 9.3 81.3 40.6 28.1 26.6 26.9 

13,731 7,746 9.3 25.7 35.0 231 21.2 21.6 
17,881 10,294 9.7 20.3 30.0 20.1 16.4 17.4 
20,014 13,295 9.4 17.8 27.2 16.8 14.3 16.1 











Source: Biro Pusat Statistik, Kemiskinan dan Pemerataan Pendapatan di Indonesia, 1976-1990 (Poverty, 
Income Equality in Indonesia, 1976-1990) (Jakarta, 1992). 
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Table 4: The Proportion of Urban and Rural Population below 
the BPS’ Poverty Line by Province, 1980, 1987, and 1990 











Urban Rural 

Province 1980 1987 1990* 1980 1987 1990 
West Nusa Tenggara 51.8 81.6 32.2 44.7 18.9 21.3 
South Sumatra 33.4 12.3 23.6 9.8 9.8 14.0 
West Kalimantan 24.2 11.5 22.4 13.8 15.4 28.9 
Central Java 49.4 17.9 22.0 49.4 15.1 15.8 
East Java 45.4 13.6 21.9 50.0 17.8 12.1 
West Java 45.4 21.0 20.9 86.6 13.0 10.2 
D.I Yogyakarta 87.3 16.5 19.2 45.7 8.2 12.6 
South Kalimantan 24.7 8.6 19.2 20.2 11.5 21.2 
East, Nusa Tenggara 53.9 24.2 18.0 63.1 87.6 24.8 
South Sulawesi 48.0 22.3 17.8 47.1 25.2 8.7 
Bali 58.0 32.7 16.6 57.0 34.2 9.3 
Lampung 48.7 27.3 15.1 41.8 34.6 12.8 
North Sumatra 31.8 8.6 14.4 15.1 9.2 13.0. 
D.I Aceh 11.7 9.0 13.7 11.2 8.9 16.3 
9 Provinces? ai Zn 12.8 » a 18.4: 
West Sumatra 14.9 2.1 11.2 14.8 1.9 16.0 
North Sulawesi 86.7 14.4 11.0 29.3 11.4 16.0, 
Riau 23.1 9.5 8.8 18.5 8.9 16.0 
DKI Jakarta 22.9 1.4 7.8 

.. = not available. 


a Ranked in terms of the incidence of urban poverty. 


b Includes the provinces of Jambi, Bengkulu, East Timor, Central Kalimantan, East Kalimantan, Central 
Sulawesi, South-East Sulawesi, Maluku and Irian Jaya. 


Source: Anne Booth, "Income Distribution and Poverty," in The Oil Boom and After: Indonesian Economic 
Policy and Performance in the Soeharto Era, ed. Anne Booth (Singapore: Oxford University Press, 
1992), and Biro Pusat Statistik, Kemiskinan dan Pemerataan Pendapatan di Indonesia, 1976-1990 
(Poverty, Income Equality in Indonesia, 1976-1990) (Jakarta, 1992). 


The data in Table 4 suggest that the incidence of urban poverty in 


Indonesia is not only a Javanese problem, but also a problem being faced in all: 
urban areas outside of Java. The explanation for the rising trend of urban: 
poverty in these provinces is rural-to-urban migration. Rapid migration of rural: 
people occurred because of their limited access to agricultural land and lack ofj 
other productive assets. And since migrants traditionally have low levels of 
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schooling and few skills, they consequently work as casual wage laborers or as 
self-employed workers in activities such as petty trade, scavenging or hawking 
in the informal sector. 

The above trend in the incidence of urban poverty can be measured with the 
head-count index. But while this index is useful as a summary measure of 
poverty, it reveals nothing about the depth or severity of urban poverty in 
Indonesia, i.e., it does not answer the question, how poor are the poor? 

Using the poverty gap measure, between 1987 and 1990 the average 
poverty gap in the urban population increased slightly by 2.5 per cent. The 
aggregate consumption shortfall of the rural poor declined by 27 per cent over 
the past three years. In terms of the distributionally sensitive measure, there 
has been a significant decline in aggregate poverty, particularly rural poverty. 
In urban areas, however, aggregate poverty declined only by 1 per cent over the 
past three years (see Table 5). These findings confirm the view that the share of 
urban poverty in total poverty has been decreasing only slightly, while that of 
rural poverty has been decreasing significantly. 


Table 5: Percentage of the Poor in Indonesia According to 


Various Measures, 1987-1990 
Percentage Change 

Measure 1987 1990 1987-1990 
Head-Count Index 

Urban 20.1 16.8 —16.8 

Rural 16.4 14.3 —12.8 

Urban + Rural 17.4 15.1 —13.4 
Poverty Gap 

Urban 3.2 3.2 42.5 

Rural 2.8 2.1 -27.2 

Urban + Rural 2.9 2.4 —17.1 
Distributionally Sensitive Index 

Urban 1.0 0.9 —1.1 

Rural 0.8 0.5 —30.3 

Urban + Rural 0.8 0.7 —18.5 





Source: Biro Pusat Statistik, Kemiskinan dan Pemerataan Pendapatan di Indonesia, 1976-1990 (Poverty, 
Income Equality in Indonesia, 1976-1990) (Jakarta, 1992). 
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All in all, it can be concluded that the magnitude and trends in the 
incidence of poverty have been decreasing significantly during the past 25 years 
of economic development. However, as far as the incidence of urban poverty is 
concerned, there seems to be only a slightly declining trend, at least in terms of 
the absolute number of the poor, as compared with trends in the incidence of 
rural poverty. Therefore, one may argue that there has been little improvement 
in the lot of the urban poor. 


Characteristics of Urban Poverty 


Several characteristics of the urban poor in Indonesia have been observed 
in the literature." These characteristics can be grouped as demographic and 
socioeconomic. Among the demographic characteristics, poverty, on the average, 
is more intense for urban households with larger family size and for households 
headed by males. In terms of socioeconomic characteristics, the urban poor have, 
on the average, low levels of education, little or no access to safe drinking water 
and sanitation, poor housing, and serious limitations in gaining access to other 
basic needs and social services. The dwellings of the poor in urban places are 
poor in quality, and usually consist of single, all-purpose rooms with wood or 
bamboo walls and thatched roofs. Furthermore, most if not all do not have 
proper toilet facilities. The poor also have very few assets and hence have low 
income earnings. 

Table 6 contains information about the sociodemographic characteristics of 
the poor in Indonesia in 1990 as calculated by the Central Bureau of Statistics. 
The table clearly illustrates that both the urban and rural poor in Indonesia 
have large households and low levels of educational attainment. In 1990 the 
average household size of the urban poor was 5.6 persons, whereas that of the 
rural poor was 6.1 persons. Household size tends to be inversely related to per 
capita income. 

In regard to educational attainment levels, of the total poor in the country 
about 94 per cent of the households were headed by people with no more than 
primary achooling. The proportion of poor households with heads possessing 
primary education or less was higher in the rural areas than in the urban areas. 

The available evidence suggests that the educational attainment of the 
household head is closely associated with the incidence of poverty. Households 


7. See, for example, D. Chernichovaky and Oey A. Meesook, Poverty in Indonesia: A Profile, Staff 
Working Paper, no. 671 (Washington D.C.: World Bank, 1984); and World Bank, Indonesia: Poverty 
Assessment and Strategy Report, no. 8034-IND (Washington D.C., 11 May 1990). 

8. Biro Pusat Statistik, op. cit. 
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headed by people with low educational attainment tended to be poorer than 
households headed by those with higher educational levels. This is not surpris- 
ing since, for the poor, the returns to labor (their only major asset) are very 
much dependent on their productivity. The quality of this asset is also, by and 
large, determined by the quantity (number of years) and quality of schooling. 


Table 6: Sociodemographic Characteristics of the Poor in Indonesia, 1990 








Description Urban Rural Urban+Rural 
Household Size (persons) 5.6 6.1 5.9 
Sex of Head of Household (per cent) 

Male 12.4 9.2 10.1 

Female 2.1 1.2 14 
Education of Head of Household (per cent) 

Not Completed Primary School 54.4 68.4 63.3 

Primary school 34.4 28.8 30.8 

Junior High School 7.4 2.1 4.0 

Senior High School 8.7 0.7 1.8 

Academy or University 0.1 0.02 0.05 





Source: Biro Pusat Statistik, Kemiskinan dan Pemerataan Pendapatan di Indonesia, 1976-1990 (Pouerty, 
Income Equality in Indonesia, 1976-1990) (Jakarta, 1992). 


As regards sex differentials, households headed by males were, on the 
average, poorer than households headed by females. In urban areas, the 
incidence of poverty in households headed by males was 12.4 per cent, while in 
the female-headed households it was 2.1 per cent. This is interesting, given the 
conventional wisdom associating poverty with households headed by females.? 

Urban poor families were to be found largely in agriculture. In 1990 the 
proportion ofthe country's poor employed in agricultural activities was about 61 
per cent (see Table 7). However, this does not necessarily imply that working in 
the agriculture sector condemns one to a life of poverty. According to the World 
Bank, the lack of access to land and very low land ownership rates are two of the 
important reasons why the poor stay poor in Indonesia.” 


9. Chernichovsky and Meesook, op. cit. 
10. World Bank, op. cit. 
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Table 7: Percentage of the Poor Households in Indonesia 
by Principal Source of Income of the Households, 1990 


Percentage of Poor Households 





Source of Income Urban Rural Urban + Rural 
Agriculture 23.7 82.0 60.9 
Industry 13.6 4.2 7.6 
Construction 10.8 2.0 5.1 
Trade 19.9 5.3 10.6 
Transportation 10.3 1.3 4.6 
Service 13.6 2.6 6.5 
Others 8.3 2.8 4.8 
Total 100.0 100.0 100.0 


Source: Biro Pusat Statistik, Kemiskinan dan Pemerataan Pendapatan di Indonesia, 1976-1990 (Poverty, 
Income Equality in Indonesia, 1976-1990) (Jakarta, 1992). 


The proportion of urban poor households in the agriculture sector was about 
24 per cent of the total number of poor households in the urban areas. This was 
followed by those engaged in trade (20 per cent), industry and services (14 per 
cent each), construction (11 per cent) and transportation (10 per cent) (see 
Table 7). 

Again, part of the explanation for the high percentage of urban poor 
households in the non-agriculture sector lies in the rapid rural-to-urban 
migration associated with the low level of skills and other disadvantages of: 
migrants. As these migrants have low skills, low educational attainments and 
little capital, they have no choice but to take on jobs in the informal sector, 
which generally yield low earnings. Most of them are laborers, scavengers or 
pedicab drivers, or engage in street trading, shoe-shining, cigarette or newspa- 
per vending, street-corner repair work, etc. These stylized facts on the urban 
poor are quite different from those on the typical rural poor. In rural areas the’ 
average poor family derives its main income from a small plot of land or from! 
paid farm labor. These profiles are only indicative of poverty, and one should not 
interpret them as causal determinants of poverty. 
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Employment Trends and the Urban Poor 


The labor market in Indonesia still exhibits supply-side determined employ- 
ment, a characteristic frequently observed in developing countries. It is argued 
that in this labor surplus economy, real incomes and labor productivity can be 
raised by the reallocation of labor from low-income agriculture, where labor 
surplus is the greatest, to higher productivity non-agricultural employment. 

The process of labor reallocation from agriculture to non-agriculture has 
proceeded unevenly over the past two decades of rapid growth in Indonesia (see 
Table 8). During 1971-1980 the agriculture sector absorbed only 22 per cent of 
labor force growth. However, during 1980-1985 a drastic change in the sectoral 
patterns of employment occurred. The agriculture sector began to play a 
dominant role in absorbing employment growth. And during this period, the 
proportion of employment absorbed by the agriculture sector came to almost one 
half of total employment, whereas the manufacturing sector absorbed only 10 
per cent of employment. 


Table 8: Employment Absorption by Sector, 1971-1990 


Per cent of Employment Absorption by Sector 











Sector 1971-1980 1980-1985 1985-1990 
Agriculture 21.8 47.7 19.0 
Manufacturing 16.1 10.1 26.7 
Trade 19.4 24.8 14.6 
Services 25.0 10.1 16.2 
Others* 17.7 7.8 23.5" 





& Includes mining, electricity and water, construction, trangport and communications, and financial 
Services. f 

b Construction, 8.3 per cent; transport and communications, 7.8 per cent. 

Source: Douglas S. Paauw, "Economic Growth and Employment in Indonesia", in Pemikiran, Pelaksanaan, 


dan Perintisan Pembangunan Ekonomi, ed. M. Arsjad Anwar, Thee Kian Wie and Iwan Jaya Azis 
(Jakarta: P.T Gramedia, 1992), pp. 313-327. 


Moreover, during 1985—1990 the non-agriculture sector regained its 
momentum. The percentage of employment absorption by the agriculture sector 
decreased to 19 per cent, while the manufacturing sector absorbed almost 27 per 
cent of labor force growth. 
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The explanation for that variation in employment absorption by sector lies 
partly in economic and social development policies as well as in the economic 
position of the country. For instance, greater employment creation in the non- 
agriculture sector during 1971-1980 was due to significant improvements in 
Indonesia’s terms-of-trade brought about by the increase in the price of its oil 
exports. This "windfall" expanded the government’s financial resources for the 
promotion of the country’s economic and social development. However, during 
this period the industry sector did not play its part in absorbing the 
non-agriculture labor force, a considerable portion of which was absorbed by the 
services sector. This was because industrial growth was very capital-intensive 
and based largely on liberal imports of capital and intermediate goods. 

During 1980-1985 there was a drastic change in employment absorption 
from the non-agriculture sector back to the agriculture sector. This appears to 
have been the result of the continuation of an import-substitution growth regime 
followed by a stagnation in oil and non-oil exports. This problem was compound- 
ed by the high cost of servicing Indonesia's external debt, a condition that led the 
government to pursue adjustment policies by adopting severely restrictive fiscal 
and monetary policies. Such policies affected the overall demand for goods and 
services, and in particular posed problems for the absorption of labor into 
productive employment." 

Beginning in the mid-19808, however, the government shifted from a highly 
import-substitution trade regime to an export promotion regime. The policies it 
implemented generated a surge in the demand for low-skilled workers in the 
manufacturing sector, particularly in the textile and garment, and food and 
beverage industries. While this enhanced the sector’s export competitiveness, its 
translation into real wage increases for the workers did not proceed as fast as 
in the boom period. 

Furthermore, reforms in the policy regime in the late 1980s also led to 
overcrowding in the labor market for low-skilled workers in urban areas. This 
occurred because ofthe acceleration of migration induced by urban employment 
opportunities, on the one hand, and the labor displacement effect of the 
agricultural modernization process in the rural areas, on the other. However, 
since manufacturing employment absorption in urban areas was limited, the 
majority of the unskilled workers then created their own jobs in the urban 
services sector, where entry barriers were much lower. I 


11. See, for example, Douglas S. Paauw, "Economic Growth and Employment in Indonesia”, i 

Pemikiran, Pelaksanaan, dan Perintisan Pembangunan Ekonomi, ed. M. Arajad Anwar, Thee Kian Wie 
and Iwan Jaya Azis (Jakarta: P.T Gramedia, 1992), pp. 313—327; and Anne Booth, Employment Trends 
and Policy Issues for Hepelita V (International Labour Organisation, United Nations Development 
Programme, 1988). | 
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It would, however, be misleading to infer that the majority of the urban 
poor were employed in the services sector. As shown in Table 7, the urban poor 
employed in the services sector were not as numerous as those employed in the 
trade and agriculture sectors. The urban poor in the trade sector in 1990 
constituted 20 per cent of the total, while the urban poor in the agriculture 
sector made up 24 per cent (Table 7). 

The available evidence indicates the direction of two important policy 
measures to generate future employment. The first measure is aimed at the 
hitherto neglected field of horticulture, which could help reduce urban poverty. 
The second measure involves policies meant to raise productivity in the low- 
productivity (informal) subsectors, especially trade, services and manufacturing. 
This is considered critical in the future because of the rising trend of open 
unemployment in the cities and the expected influx of more migrants. 

To achieve those objectives, labor-intensive exports should be encouraged 
and better education and training facilities for the poor in urban areas should 
be provided. Plans for education and training, however, should be carefully 
designed so as to induce employment creation in both agriculture and other 
sectors of the economy. Moreover, a regional development policy that includes 
rural development and information dissemination regarding the availability of 
employment opportunities in cities and elsewhere should be formulated. 


Access to Basic Needs and Services: Issues and Policies 


The provision of basic needs such as education and health services, as well 
as physical infrastructure, is essential for the reduction of urban poverty.” The 
government of Indonesia has long been aware of the importance of these services 
to the urban poor, and has accordingly implemented the INPRES (Presidential 
Instruction) program and the Kampung Improvement Programs (KIP), as well 
as other various programs to provide public health centers, family planning 
clinics; housing, water and sanitation, ete. 

But despite the success of those services in helping the urban poor, their 
effectiveness has been widely questioned by many observers. For example, Van 
de Walle, in her study on the distribution of benefits from social services in 


12. See Paul J. Gertler, "Social Infrastructure, Financing and Urban Poverty" (Paper presented at the 
Asian Development Bank Workshop on Urban Poverty, Manila, 1992); and Emiel A. Wegelin, "Urban 
Shelter and the Poor: Issues and Policy Measures" (Paper presented at the Asian Development Bank 
Workshop on Urban Poverty, Manila, 1992). 

18. See World Bank, op. cit.; and Sugiarso Padmopranoto, "Indonesia Country Paper", in Urban Policy 
Issues (Manila: Asian Development Bank, 1987), pp. 431—475. 
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Indonesia between 1978 and 1987, claims that government health and education 
expenditures were regressive in that a disproportionate share of the benefits is 
enjoyed by the nonpoor rather than the poor. Similarly, Linn and Hamer et 
al. find that most housing policies in Indonesia have not effectively reached the 
urban poor and other lower income households. 

Furthermore, Jones states that, even at the primary level, there is a need 
for the government to improve syllabi, teaching methods, the professionalism of 
teachers and the quality of buildings, and to render financial assistance to poor 
pupils. At higher levels of education, similar problems exist as a carryover 
from the inadequacies at the primary school level. More importantly, there are 
significant problems associated with the mismatch between education and 
employment. 

Despite these problems, the urban poor must often travel far to get to 
school, as few schools are located in the squatter or slum areas where they live. 
Other reliable evidence shows that many children of the urban poor have given 
up schooling because of the prohibitive costs of education—tuition fees; 
contributions to the parents' association (BP3); and outlays for school uniforms, 
books, school supplies and food. 

Further, the poor often encounter difficulties in gaining access to schools at 
the secondary and tertiary levels. They generally cannot enter these institutions 
because of their poorer preparation in low-quality primary institutions as 
compared with high-income students. Because of this, the government should 
encourage the private sector to offer more education alternatives and programs 
for the poor in urban areas. 

Asin education, the provision of other basic needs, especially those relating 
to health, nutrition and family planning, is a well-established practice in 
Indonesia. The government has instituted programs such as (a) the provision of 
health centers in all districts and subdistricts; (b) the village community health 
development program (PKMD); and (c) the community-managed posyandu, 
which is an integrated family planning and health service center. The posyandu 
integrates activities such as nutritive care, family planning, immunization, 


14. Bee Dominique Van de Walle, The Distribution Benefit from Social Services in Indonesia, 1978-1987 
(Paper preaented at the World Bank Conference on Public Expenditures and the Poor, Washington D.C, 
1992). 

15. J.F. Linn, "Success and Failure in Urban Management: Some Lessons from the East Asian 
Experience", in Urbanization and Urban Policies in Pacific Asia, ed. R.J. Fuchs, G.W. Jonea, and E.M. 
Pernia (London: Westview Press, 1987); and A.M. Hamer, A.D. Steer, and D.G. Williams, Indonesia: The 
Challenge of Urbanization, Staff Working Paper, no. 787 (Washington D.C.: World Bank, 1986). 

16. Gavin W. Jones, "Indonesia: Overview of Educational Trends and Growth and Changing Structure 
of Labor Force" (Paper presented at the Conference on Indonesia's New Order: Past, Present and Future, 
Canberra, Australian National University, 1989). 
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health care for mothers and children, and oral hygiene into a regular (monthly) 
community activity." As a result, there have been many improvements in 
health indicators. For example, the infant mortality rate (IMR) decreased from 
around 132 per 1,000 live births in the mid-1960s to about 71 in 1985. In 1985 
the female IMR was about 60 per 1,000, whereas the male IMR was about 74 per 
1,000. 

Life expectancy was estimated to have increased from about 52.5 years in 
1980 to 60.9 years in 1985. Morbidity rates for all observed diseases also 
declined in 1980-1986, as shown in household health surveys. 

However, compared with other low-income countries, such significant 
improvements in the health status in Indonesia have been slow. Improvements 
in the health status have been much better in the People’s Republic of China, 
Myanmar, Philippines and Sri Lanka. Similarly, the incidence of malnutrition 
in Indonesia, as measured by the prevalence of protein-energy malnutrition 
(PEM), has been considered higher than in a number of comparable countries in 
Asia.” 

Furthermore, the improvements in health and nutrition in Indonesia as 
shown by common indicators such as IMR, morbidity rate, life expectancy and 
PEM cannot be used to conclude that the urban poor are better off than the rural 
poor. In fact, the available evidence suggests that access to health facilities is 
frequently quite limited for the poor, and that the health delivery system tends 
to favor the richer members of society. The nonpoor rather than the poor appear 
to be closer to more community public health facilities and other similar 
facilities that provide preventive and basic curative care.” In urban areas, the 
poor are frequently worse off than the rural population, especially those living 
in overcrowded housing with no access to safe drinking water and toilet 
facilities. 

In terms of access to housing, land and other infrastructure, substantial 
portions of the government budget have already been spent to help the urban 
poor. In housing, for instance, the government provides subsidized mortgage 
loans to homeowners through the Bank Tabungan Negara (BTN). About 30 per 
cent of BTN-financed dwellings are built by the state-owned enterprise 
Perumnas, while the remaining 70 per cent are handled by private contractors. 
In addition, the government subsidizes the provision of water supply and 
electricity for both rural and urban residents. 


17. For detailed figures on the improvement in the provision of these services, see Biro Pusat Statistik, 
Indikator Kesejahteraan Rakyat (People’s Welfare Indicators) (Jakarta, 1991). 

18. Gertler, op. cit. 

19. Ibid. 
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Improvements in urban public services, namely, housing, electricity and 
water supply have benefited mostly the urban nonpoor. Affordable dwelling 
units provided for the urban poor are insufficient. Houses are generally too 
expensive, even when they are provided at a greatly subsidized cost; moreover, 
dwellings are often pre-empted by groups for whom they were not intended.” 

Because of the inability of the urban poor to get housing credit and their 
lack of access to clean water and electricity, the government is assisting them 
by improving services through the so-called Kampung Improvement Project 
(KIP). This program began in 1969, only for Jakarta, in an attempt by 
Indonesian authorities to deal with the overwhelming slum problem in that city. 
The program has now been expanded to other major cities such as Yogyakarta, 
Semarang, Surabaya, Medan and Ujungpandang, as well as to smaller cities. 

The main ingredients of the KIP are the improvement or provision of roads, 
footpaths, drainage, and human and solid waste disposal facilities. Human and 
solid waste.disposal facilities have been made possible with the construction of 
the so-called MCK (mandi cuci kakus) units (bath, wash and toilet units), where 
groups of households are supplied with bathing and toilet facilities. In addition, 
the provision of these facilities has been combined in some instances with social 
services (schools and health facilities). 

The KIP has been financed not only by the government but also by 
numerous nongovernment sources. The central government funds about 50 per 
cent of the program through sectoral projects (the Ministry of Public Works’ KIP 
Perintis) and grants to local governments (INPRES DATI I), while local govern- 
ments assume about 35 per cent of the expenditure. Foreign assistance from 
multilateral and bilateral donors accounts for the remaining 15 per cent. During 
the second Five Year Plan (Repelita IL, 1974/75—1978/79), about 7,000 hectares 
(ha) of Kampungs were improved, expanding to 15,000 ha in Repelita III and to 
about 10,000 ha during Repelita IV. More than 800 cities and towns implement- 
ed some form of KIP development for the benefit of about 6 million people. 

Overall, KIP is considered to have benefited both the lower income and 
higher income urban residents. However, some factors appear to have 
hampered its effectiveness.” First, there has been a tendency to maximize the 


20. See, for example, Paul Rietveld, “Housing and Employment in Indonesia: Prospect for Employment 
Generation in the Construction Materials Sector", Bulletin of Indonesian Economic Studies, vol. 28, no. 2 
(Canberra, 1992), pp. 75-93; and Wegelin, op. cit. 

21. Julie Viloria, "Indonesia's Community Infrastructure Programs" in The Urban Poor and Basic 
Infrastructure Services in Asia and Pacific (Manila: Asian Development Bank, 1991). 

22. See World Bank, op. cit.; &nd Firman, op. cit. 

23. Budhy T. Soegijoko and LAI Dharmapatni, "Research Related to Urban Planning and Development 
in Indonesia: Towards a Research Agenda for the 19908" (Paper presented at the Conference on Urban 
Research Agenda in the Developing Countries, Jakarta, 1992); and World Bank, op. cit. 
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area covered by the KIP in spite of the level of funding. In 1989, for instance, 
comprehensive servicing at typical standards was estimated to have cost about . 
Rp 12-20 million per hectare, whereas actual funding in many instances gene- 
rally did not exceed the currently available central grants from the PERINTIS 
(stimulus) KIP program, amounting to about Rp 2.8 million per hectare. 

Second, community priorities have not always been followed, and 
expenditures within the KIP have favored roads, footpaths and drainage, with 
relatively less funding for sanitation, solid waste disposal and water supply. 
Finally, in contrast to the increase in property values brought about largely by 
theimplementation ofthe KIP, individual and household incomes were reported 
not to have increased commensurately. The absence of an appropriate credit 
mechanism has also been a major impediment to the stimulus effect of the KIP 
on home improvements and small-scale enterprise development.™ Despite the 
governments fmancial constraints as explained above, there is a lack of suitable 
place for constructing communal wash/toilet facilities (MCK&) in areas where the 
urban poor live. Thus, in 1988 almost one third of the poor households in urban 
areas were not using formal sanitation facilities." 


Access to Transportation and Other Services 


Access to transport facilities is also important for the urban poor because 
they live on the margin of subsistence. Improved access to transport can enhance 
their employment prospects, save time and money in looking for jobs, reduce 
input costs for their small-scale activities and open up more markets for their 
products, and facilitate the provision of and access to public services in their 
areas. 
The poor generally do not have access to affordable transportation. It is the 
urban nonpoor who can afford public means of transportation in urban areas 
such as buses and minibuses (angkota). This is why the development of 
nonmotorized facilities such as walkways, bicycle paths, cart paths and 
pedestrian overpasses for the urban poor should be considered. 

Without a doubt, the access of the urban poor to government services is still 
limited. They have almost no access to services such as credit, employment 
opportunities, and bureaucratic organizations and administrative services (i.e., 
the decision making process that determines the allocation of public services). 
In regard to credit, for example, this service has failed in that allocations have 


24. See Rietveld, ap. cit. 
25. World Bank, op. cit. 
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often been nullified by sheer bureaucratic incompetence, competing objectives 
and the contending pressures of patrimonial politics. It is only the rice farmers 
who seem to have gained consistently from subsidized credit. 

To sum up, government subsidies should be targeted at the poorest 
segments of the urban population, that is, those who are unable to meet their 
basic social needs in areas such as health, education, housing and other basic 
services. In addition, social services should be provided by entities that are close 
to the beneficiaries, such as municipalities, the private sector and non- 
government organizations (NGOs). 


Problems of Antipoverty Policies and Programs 


Successful mitigation of urban poverty depends not only on appropriate 
social and economic policies for the poor but also on strong political commitment 
on the part of the government and NGOs. 

Predatory and incompetent bureaucrats and politicians cannot formulate 
sound policies. Further, ill-trained bureaucrats often lack the capacity to 
interpret and enforce the rules set by government. It is here where the 
community, the NGOs and interest groups can play an important role in the 
drawing up of policy initiatives toward the poor. This is because these groups 
know essentially what the poor need. 

Government commitment and coordination should be strengthened. The 
evidence indicates that, while central agencies are committed to improve efforts 
to reduce urban poverty, other sectors of the government (e.g., the local 
governments) seem less committed to the task. Such lack of commitment may 
be the result of different views between the central and local governments 
regarding the priorities for antipoverty programs. 

Another instance of ineffective policy intervention is the widespread use of 
the "top-down" approach. Almost all policies and programs for the poor are 
formulated and decided upon by the government or by the elite groups in society. 
The relevant community and the poor play almost no role in planning and 
deciding what is best for themselves. Consequently, many government 
initiatives have failed to attract the necessary support at the community level, 
and their subsequent introduction has been met with a lack of enthusiasm from 
the community. 

Furthermore, allocations of financial assistance from both bilateral and 
multilateral sources sometimes do not reach the poor. Instead, the recipient 
agencies use such allocations for purposes unrelated to the reduction of urban 
poverty. Projects are more often than not undertaken either to satisfy the donors 
or because the government or recipient agencies need funds for certain ends. 
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Evidence of such a lack of commitment by the recipient agencies may be seen 
particularly in housing projects, which benefit wealthier neighborhoods more 
than the urban poor. 


Policy Options and Financing Approaches 


The continuation of macroeconomic policies aimed at achieving sustainable 
economic growth is an important prerequisite for further reducing poverty. In 
this regard, appropriate sectoral policies in the manufacturing, agriculture and 
service sectors are needed to maintain rapid rates of economic growth to absorb 
Indonesia’s labor force in a productive and remunerative way. However, as the 
benefits of economic growth may accrue only slowly to certain groups of the poor 
or to certain disadvantaged areas, programs focused on poverty reduction are 
needed. 

There are at least two general policies aimed at reducing urban poverty in 
Indonesia. The first focuses on the poor in rural areas, and the second on the 
poor in urban areas. In rural areas policies targeted at the poor should not only 
curb the rapid rural-to-urban migration flows but, more importantly, uplift the 
socioeconomic conditions of the poor. These initiatives are important because the 
incidence of urban poverty has been intimately linked with "excessive" rural-to- 
urban migration. Further job creation in urban areas leads to disproportionate 
increases in rural-to-urban migration, thereby aggravating an already serious 
and deteriorating urban employment and underemployment picture. 

Programs io reduce excessive migration and to generate employment for the 
rural poor can be done, inter alia, through (i) improvements in the provision of 
land, infrastructure and public services; (ii) improvements in human resources 
development (primarily education and health); (iii) improvements in the supply 
of complementary factors of production (credits); (iv) improved information 
regarding the availability of employment opportunities in cities; (v) the provision 
of access to rural nonagricultural (off-farm) employment; and (vi) population 
planning. An appropriate mix of pricing, subsidy, credit and extension policies 
should also be formulated to promote the expansion of new technology in 
agriculture with particular focus on marginal and small farmers. 

Programs for the poor in urban areas should aim at raising their incomes 
and improving their productive assets. For this to happen, labor markets should 
function efficiently. In the areas of employment and the labor market, the 
government should not only stress the importance of improving the balance 
between the growth of labor supply and the growth of labor demand, but should 
also focus on various city-level policies that can increase employment and 
earnings, especially for the poorer segments of the urban population. 
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Productive employment has to be generated wherever possible in all 
industrial activities including the production of wage-goods. Small-scale cottage 
industries and other sources of productive informal employment should be 
encouraged. Whenever possible, the government should help improve the access 
of the poor in the informal sector to credit and markets. 

In the provision of small-scale credit schemes for the poor, the government 
should encourage the private sector and the NGOs to assume a greater role in 
training and supervision. The KUPEDES (the general rural credit program) and 
the Maha Bhoga Marga Bank in Bali are successful examples of the delivery of 
small-scale credit to the poor at both the local and national levels. These 
institutions could serve as models for other urban areas in Indonesia. 

The provision of basic needs and other services should be better organized 
so as to ensure that the poor in urban areas will benefit from them. For example, 
infrastructure and service facilities (schools, public health clinics and housing) 
should be built in areas that are closer to the poor. The poor’s access to housing 
and home upgrading services must be enhanced by making it easier for them to 
get small loans, uncollateralized loans and other forms of credit. Improved land 
tenure security in slum and squatter areas is necessary, since this will stimulate 
investments in housing improvements. And if the poor have to be moved to other 
areas, the government should give them fair compensation. The provision of 
infrastructure and services such as roads, electricity, water supply, drainage, 
sewerage, garbage collection and disposal, and public transportation should all 
be carried out in a manner that will directly benefit the poor. 

Similarly, the government can increase the efficiency of public education 
and expand opportunities for students by encouraging the private sector to offer 
more alternative education and programs. Loans for needy students at the 
university level should be encouraged from the private sector. Equally 
important, the government should continue previously successful programs, 
particularly the INPRES (general and sectoral INPRES) and the KIP, which 
create employment opportunities and improve the well-being of the poor. 

To carry out these programs, the involvement of the private sector and of 
community organizations is as important as that of the government. The private 
sector can be encouraged to handle the provision of public services such as 
housing, sanitation, public transportation, water supply, education and health. 

Community organizations such as Lembaga Swadaya Masyarakat 
(Community Self-Help Organizations), semigovernmental organizations and 
other NGOs can play a vital role, for example, in the design and implementation 
of poverty programs in both urban and rural areas. This is because these groups 
know the community very well and can thus reach the poor more effectively in 
many instances. Moreover, the active involvement of these groups in government 
programs tends to increase the people's acceptance and to elicit their participa- 
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tion. The involvement of community groups can also ease the financial burden 
of implementing the poverty programs. 

Funding for these programs could come from the central and regional 
governments. Revenues of the central government from oil and non-oil sources 
and funds from foreign aid can be allocated through sectoral development 
projects (DIPS) or through special grant projects (e.g., INPRES). The sources of 
finance for the regional governments include central government grants, 
assigned revenues from the central government (property tax), local taxes and 
user charges, and domestic and foreign loans to regional government enterpris- 
es. However, since heavy dependence on the central government budget as a 
means of financing urban services creates a number of problems, the central 
government should ask local governments to play a bigger role in financing and 
planning urban services for the poor. 

The possible sources of funds for local governments to finance urban 
services include regional taxes, user charges and local government borrowing. 
Property taxation such as the land and building tax (Pajak Bumi dan Bangunan 
or PBB), royalties and "tax-sharing" systems should be improved and expanded. 
Also, local taxation and user charges for water supply, medical treatment, 
markets, parking, bus stations and taxi stands, provincial vehicle license and 
transfer fees, and other municipal charges should be effectively redesigned to 
generate substantial resources to finance urban poverty reduction programs. 

It is worth noting that these policies and programs for the poor require 
Strong politica) commitment not only from the government but also from 
individuals and the nonpoor groups who possess both economic and political 
power. Without such a commitment, poverty programs will not effectively reach 
the poor. Many individual ministries, government agencies, local governments, 
and community groups working in close coordination can also help reduce urban 


poverty. 


Concluding Remarks 


The problem of urban poverty involves many complex issues. This paper has 
tried to identify some criticalissues and to offer some policy measures to address 
urban poverty in Indonesia. While rapid economic growth and increased 
efficiency of resource use are necessary to reduce poverty, they should be 
complemented by some direct policy interventions in favor of the urban poor. 
These direct policy measures include improvements in the access to basic needs 
and services, as well as in the access to productive employment both in urban 
and rural areas. Given the composition of the urban population that is living in 
poverty, the strategy to reduce poverty has to be differentiated. The development 
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of urban agriculture and of the activities in the informal sector are among those 
that deserve government attention. 

The roles of the government, the private sector, NGOs, the local community, 
interest groups, aid agencies and the urban poor themselves are critical in 
shaping institutional arrangements toward the mitigation of urban poverty. The 
predatory behavior of bureaucrats and politicians, and administrative 
incompetence in policy making and implementation should be done away with. 
A strong political commitment is thus needed to achieve efficiency and 
effectiveness in the implementation of urban poverty programs. 


Urban Poverty in the 
Republic of Korea: 


Critical Issues and Policy Measures 
Jong-Gie Kim’ 


` he economic development of the Republic of Korea (henceforth Korea) 
has been among the most rapid and sustained in the world. By 
pursuing an industrialization-led development strategy since 1961, 
Korea has achieved considerable economic growth and structural transformation 
from a largely agricultural, subsistence economy into a newly industrialized one, 
despite the lack of significant natural resources and the burden of high defense 
expenditures. In the promotion of economic development through mass indus- 
trialization, the distribution of the labor force underwent a drastic change. From 
1960 to 1990, the agriculture sector was reduced to less than a third of its former 
size, while the mining, manufacturing, and construction sectors together more 
than tripled in magnitude. 

Urbanization has accompanied industrialization, and Korea’s cities have 
grown largely in response to the rapid growth of the industry sector. Since 1960, 
large numbers of people have moved from rural to urban areas, and urbanization 
has risen rapidly. In 1960, less than 30 per cent of the population lived in urban 
areas; by 1990, 74 per cent could be found in urban areas.’ Korea experienced 
rapid urban growth between 1965 and 1980, with the annual growth rate 
averaging 5.7 per cent, a figure much higher than that in other developing 
countries such as Brazil, Mexico, and Venezuela. 


* Senior Fellow, Korea Development Institute, 

1. M.C. Hwang and J.H. Choi, "Evolution of the Settlement System in Korea: A Historical Perspective’, 
in Urban and Regional Policy in Korea and International Experiences, ed. H.W. Richardson and M.C. 
Hwang (Seoul: Kon-Kuk University Press, 1987). 
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During 1965-1980, Korea showed a net urban population growth rate of 3.8 
per cent, which was about double that of other developing countries (see Table 
1). However, from 1980 to 1990, Korea’s net urban population growth slowed to 
2.7 per cent annually, approximating the growth rate of other developing 
countries. Korea had by this time almost reached a mature stage of urbaniza- 
tion. One of the main features of urbanization was the concentration of the 
population in large cities (especially Seoul), from 2.6 million in 1960 to almost 
11 million in 1990. 


Table 1: Comparative Urban Population Growth Rates 
(Percentages) 


1965-1980 1980-1990 


Average Average f 
Annual Average Net Annual Average Net 
Country Growthof Annual Urban Growthof Annual Urban 
Urban Growth of Population Urban Growth of Population 
Population Population Growth Population Population Growth 


Brazil 4.5 3.1 14 4.4 2.0 2.4 
Chile 2.6 1.8 0.8 2.8 1.7 0.6 
Korea 5.7 1.9 3.8 3.8 11 2.7 
Malaysia 4.5 2.5 2.0 4.6 2.6 2.0 
Mexico 4.6 3.1 1.4 4.4 2.0 2.4 
Venezuela 4.5 8.5 1.0 4.8 2.7 2.1 


Source: World Bank, World Development Report, 1992. 


This rapid urbanization and heavy population concentration in large cities 
has resulted in various social and economic problems including traffic conges- 
tion, pollution, housing shortages, unemployment, and the proliferation of 
slums. In particular, the urban poor posed one of the most serious problems 
during the early stages of development. In the early 1960s, almost 55 per cent 
of the total urban population was estimated to be living in absolute poverty. 
Widespread urban poverty created a multiplicity of social problems, including 
legal complications due to the numbers of those living in unlawful dwellings in 
slum areas, health problems brought on by poor water and sewage systems, fire 
hazards due to the close proximity of houses and the lack of egress for fire 
trucks, increased family disruptions arising from cramped living quarters and 
unstable incomes, and increased public disorder stemming from growing 
conflicts between classes. 
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The government formulated and implemented domestic policies and 
programs to deal with those serious problems. These programs, coupled with 
substantial benefits arising from strong economic growth over three decades, 
functioned to reduce the number of the urban poor to less than 5 per cent of the 
total urban population. But to formulate and execute such policies successfully 
over the years, the government had to be responsive to economic shifts and the 
changing characteristics of poverty. Urban poverty in the early period of 
economic development in the 1960s and early 1970s was attributable mainly to 
large-scale rural-to-urban migration. In the late 1970s and 1980s, as the number 
of the urban poor decreased with greater economic prosperity, the government’s 
major policy concerns focused on preventing the transmission of poverty from 
generation to generation and improving the poor’s ability to live solely on their 
own through job training programs and the opening up of more educational 
opportunities. 

This paper comprehensively investigates the steps taken by Korea to 
address the pressing issue of urban poverty that took root during the country’s 
rapid industrialization in the past three decades, as well as considering the 
specific shifts in policy adopted by the government to accommodate economic, 
political, and social changes over the years. In so doing, perhaps Korea’s 
experience can offer policy lessons to other developing countries. 


Causes and Trends of Urban Poverty 


There are two main groups of poor people: those who have been reduced to 
poverty in their own generation and those who were born into conditions of 
poverty. The former is comprised of those who left rural villages for urban cities 
and remained poor, and those who fell into poverty due to sudden occurrences, 
such as the loss of the head of the household. The latter group is comprised of 
those who are uneducated and underskilled and whose parents cannot work 
because of illness or injury. 

The destruction wrought by the Korean War left a legacy of homeless people 
who became poor. In the beginning of the economic development process, those 
devastated by the war came to the cities in search of employment and a better 
way of life. The urban areas also attracted more migrants because of the 
government's policies, which concentrated on urban development, as a result of 
which most factories were located in the cities. But with the influx of huge 
numbers of migrants, the cities were unable to provide the needed services, and 
most of these migrants were forced to settle in squatter colonies, thus starting 
a generation of urban poor. 
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In the late 1970s and the 1980s, the second group appeared to be the main 
cause of urban poverty. During this period, rural-to-urban migration dropped 
significantly; however, the number of urban poor did not decrease substantially | 
as expected, but remained the same or perhaps even increased. A new cycle of 
urban poverty thus began, and this time the urban poor were not just the rural- 
to-urban migrants, but also included people from the urban areas. Many of these 
people suffered either because their income earners fell ill for long periods or 
were incapacitated by industrial accidents or disease, or they experienced other 
difficulties that kept them away from the workplace. Lack of income and, for 
some, rising medical costs pushed families into poverty. These families were 
thus forced to relocate permanently in slum dwellings that were originally 
intended to be only temporary places of residence. And as the children of the | 
poor families were raised in densely populated, dingy environments with no' 
opportunities for better education, the legacy of poverty was handed down from 
generation to generation. Urban poverty was being propagated not through 
external factors but through internal urban problems. 

The urban poor were handicapped in their search for work by their lack of 
education, which limited their access to job opportunities and information, and 
to the acquisition of any skills. This was a new development in the 19708 and. 
1980s; in the 1960s people could still move upward socially and economically 
with relative ease. The nation's industries, in which many ofthe rural migrants 
were employed, had now become more skill intensive and technology intensive 
instead of labor intensive, and it became increasingly difficult for the poor to be 
employed because of their lack of education and training. 


Some Measurement Issues. There have been a number of significant 
Studies on urban poverty in Korea, but unfortunately, studies on the measure- 
ment of poverty in general are very scarce. The only serious study that 
attempted to measure poverty in Korea was made by Suh.” His study was 
partially updated by Suh and Yeon.” The government published an official 
estimate of poverty (the number of beneficiaries of public assistance programs), 
_ but it was not directly comparable to the estimates of Suh. Suh’s study is the 
"only available comprehensive attempt to measure poverty in Korea. i 

In his paper, Suh estimated the poverty line, head-count ratio, poverty gap! 
and Sen index by region for 1965, 1970, and 1975; the head-count ratio estimates 
were extended for 1980 and 1984 by Suh and Yeon. Suh’s paper also measured 


2. Sang Mok Suh, The Patterns of Poverty in Korea, Working Paper, no. 7903 (Seoul: Korea Development 
Institute, 1979). | 
3. Sang Mok Suh and ELC. Yeon, Social Welfare During the Structural Adjustment Period in Korea, 
Working Paper, no. 8604 (Seoul: Korea Development Institute, 1986). 
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the head-count ratio for relative poverty, and its critical task was to define the 
poverty line. He first measured a minimum nutrition cost for a family of five for 
1973.‘ Then, to estimate the minimum expenditure for other categories of 
consumption, he adopted the following procedure: (i) consumption expenditures 
were divided into five categories, namely, food, housing, light and fuel, clothing, 
and miscellaneous items; (ii) the Engel curve for each of these consumption 
categories was estimated; (iii) based on the estimated Engel curve for food and 
on the minimum food expenditure estimated above, the income required to 
consume the minimum food was derived; (iv) this income was then applied to 
each Engel curve to obtain the "minimum" expenditure for each consumption 
category; and (v) the estimated minimum expenditures were added up to 
calculate the poverty line. 

. The estimated poverty line (monthly expenditures) for 19783 was W 23,165 
in the urban area and W 19,395 in the rural area at current prices. The poverty 
line estimates for 1973 were extrapolated by applying the deflators for private 
consumption in the national accounts under the assumptions that the composi- 
tion of the expenditure in real terms does not change over time, and that price 
trends are the same for both urban and rural areas. 

The poverty line estimates for the standard households were adjusted for 
family size by applying the adjustment factors found in Statistics Canada 
(1973).5 In this adjustment, only the number of the household members was 
considered, whereas the composition of the standard household was explicitly 
considered in estimating the minimum food expenditures. 

A number of other studies estimated minimum living costs in Korea. Most 
of them, however, exceeded Suh's estimates (see Table 2). The wide differences 
between Suh's estimate and other estimates may be attributed to two factors: 
the choice of the deflator and the estimation of the consumption pattern of 
"poor" households, which could change significantly over time. 


4. The poverty line was determined using the following process: (i) a "standard" household was 
constructed based on the result of the 1976 Population Census; (ii) the energy level in kilocalories 
required for normal daily activities by members of the standard household was estimated; (iii) based on 
the actual consumption patterns of "poor" households, the quantities of food required to meet the 
estimated energy level were calculated; and (iv) the minimum food expenditures were estimated for 
urban and rural areas by making use of the results in (iii) and by using appropriate consumer prices. 
For further information on the estimation methodology, see Suh, op. cit. 

5. The adjustment factors are as follows: 


Number of Household Members 1 2 8 4 5 6 7 8 9 10 





Adjustment factor 41 59 75 89 100 110 120 130 140 150 





Urban Poverty in Korea 95 


Table 2: Various Estimates of Minimum Monthly Living Costs in Korea 
(in won; October 1989 consumer price) 








Source Year Method Estimate 
Government" 1973 Engel 129,000 
Suh (1979) 1978 Engel 138,000 
Yun (1983) 1980 Leyden 250,000 
Chang (1986) 1984 Rowntree 261,000 
Government" 1978 Engel 331,000 
Lim et al. (1989) 1989 Leyden 432,000 
Government* 1978 Leyden 441,000 





a Government refers to the estimates by the Ministry of Health and Social Affairs. 
Note: A few estimates are much higher than the highest figure in this table. 


Source: C.H. Lim et al., A Study on the Urban Poverty Policy (Seoul: Korea Research Institute for Human 
Settlements, 1989). 


Difficulties are encountered with the estimation of the poverty line when 
intertemporal or interregional comparison is involved. One way to overcome 
these difficulties is to define poverty in relative terms; however, this method has 
serious defects. Suh defined the relative poverty line as one third of the 
average household income in a given year. 

Using those estimates of absolute and relative poverty lines, Suh calculated 
the head-count ratio, the poverty gap, and Sen's poverty index. The government 
defines poverty according to a minimum income level and value of household 
property. Every year, the government modifies the criteria according to the 
annual economic growth rate, the inflation rate, and the availability of funds for 
the poor in selecting eligible recipients of government aid.’ 


Urban Poverty Trends. Suh’s estimates of Korea’s poverty are summa- 
rized in Table 3. The table shows that poverty was rapidly reduced between 1965 
and 1984. In 1965, absolute poor households accounted for about 41 per cent of 


6. Edwin 8. Mills, "Urban Poverty in Selected Asian Countries" (Manila: Asian Development Bank, 
August 1992, Mimeographed). 

7. Soo-Man Chang, "Republic of Korea", in The Urban Poor and Basic Infrastructure Services in Asia 
and the Pacific, vol. 2 (Manila: Asian Development Bank, 1991). 
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total households, but in 1984 this ratio was dramatically reduced to 4.5 per cent. 
The reduction in absolute poverty was even more impressive in urban areas. In 
1965, the head-count ratio of the urban absolute poor was 54.9 per cent, but it 
fell to only 4.6 per cent in 1984. Compared with the developments in the rural 
sector, this ratio fell much faster in 1965-1970 remained relatively stable in 
1970-1976 and then decreased rapidly until 1984. 


Table 3: Estimates of Various Poverty Measures in Korea 


1965 1970 1976 





Head-Count Ratio (%) 
Absolute poverty* 
Urban 
Rural 
Relative poverty” 
Urban 
Rural 


Poverty Gap (billion won in current prices) 
Total 
Urban 
Rural . 


Poverty Gap to Gross National Product (46) 
Total 
Urban 
Rural 


Sen's Poverty Index 
Total 
Urban 
Rural 


40.9 23.4 14.8 
54.9 16.2 18.1 
35.8 27.9 11.7 
12.1 4.8 12.4 
17.9 7.0 16.0 
10.0 3.4 9.2 


79.1 60.8 221.0 
39.7 21.3 139.6 
39.4 39.5 81.4 


9.8 2.3 1.8 


4.9 0.8 Li. 


4.9 1.5 0.7 


0.1489 0.0623 0.0695 
0.2490 0.0443 0.0728 
0.1085 0.0733 0.0472 


1980 


1984 


4.5 
4.6 
4.4 
7.1 
7.8 
7.5 


a The absolute poverty line is defined as W 121,000 per month in 1981 prices for a five-member family. 
b The relative poverty line is defined as one third of the average household income in a given year. 


Sources: Sang Mok Suh, The Patterns of Poverty in Korea (Seoul: Korea Development Institute, 1979); 
and Sang Mok Suh and ELC. Yeon, Social Welfare During the Structural Adjustment Period in 
Korea (Seoul: Korea Development Institute, 1986). 
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Assuming that the absolute poverty line itself varies over time as the 
income levels in the economy change or as the price structure changes, one may 
argue that the rate of decline in absolute poverty implied by Suh’s estimates is 
exaggerated. In particular, this argument gains validity if the variation in the 
estimates of the poverty line presented in Table 3 can be explained largely by 
the changes in the consumption pattern of poor households because of rapid 
economic development and by the deflation problem (where the consumer price 
index underestimates the actual inflation over the period in the consumption 
basket of poor households). 

As shown in Table 3, the share of the relative poor remained stable between 
1965 and 1980 (except for 1970), indicating that the income distribution 
remained essentially unchanged during the period. The reduction in the 
estimated poverty gap to gross national product (GNP) ratio over the period 
1965-1976 is also dramatic. According to Suh’s estimates, the poverty gap to 
GNP ratio in urban areas decreased from 4.9 per cent in 1965 to 1.1 per cent in 
1976. This assumes greater significance in light of the fact that urban migration 
took place rapidly during this period. Estimates of the Sen index presented in 
this table also show an impressive reduction in 1965—1976. It is not easy to 
interpret the relative decline of this index compared with other measures of 
poverty, but the relatively slow decline in this index, particularly the large 
increase during 1970-1976, seems to reflect the worsened income distribution 
among the poor in the mid-1970s.° 


Characteristics of Urban Poverty and Living Environment 


Household Characteristics. As in most other countries, poor Korean 
households are characterized by large numbers of female-headed households, the 
more advanced age of family heads, larger family sizes, and the lack of 
education. Compared with normal families, there are more poor families headed 
by women. As breadwinners, women are in general disadvantaged in most 
countries, but more so in Korea, where the traditional discrimination against 
women in the labor market has only recently been addressed and mitigated. 


8. As discussed in the previous section, the overall income distribution worsened substantially in the 
first half of the 19708, and estimates of changes in Gini coefficients could not be found for the poor 
households in this period. However, a dramatic fall in the income share of the first income decile (from 
2.56 in 1970 to 1.64 in 1976) in nonfarm households, as presented in Table 3, may be interpreted as 
indirect evidence that the income distribution among the poor also worsened during that period. 
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The age distribution of the heads of urban poor households also contrasts 
dramatically with that of normal households (see Table 4). The share of 
household heads in the productive age group 20—44 is only 34.4 per cent in poor 
families compared with 60.7 per cent in average families. The average family 
size of poor households is also bigger. 

According to a recent survey by the Korea Development Institute, the 
average size of poor households is 4.75 persons, which is higher than the urban 
average of 4.2 persons. It is, however, not easy to derive the implication of family 
size on the poverty status of a family. Many studies on the household equiva- 
lence scale assume that there are economies of scale in household consumption. 
The family size adjustment factors adopted by Suh also reflect such economies 
of scale. Larger families, however, may produce a relatively greater number of 
dependent members. In that case, the link between large households and the 
poverty status of such households can be constructed. 


Table 4: Average Age of Head of Urban Family 


(years) 
Age Normal Family Poor Family 
under 19 7.4 0.4 
20—44 60.7 34.4 
45-59 21.7 39.8 
over 60 10.2 25.5 


Source: Ministry of Health and Social Affairs 1991. 


Another conspicuous characteristic of poor households is the lower level of 
education of the household heads. As shown in Table 5, the share of those whose 
final education is primary schooling or less is 73.8 per cent in poor households, 
while the comparable figure in normal households is only 27.4 per cent. This dif- 
ference in educational level is more pronounced when the percentage of college 
graduates is analyzed. In normal income families, 15.2 per cent are college 
graduates, while practically none of their poor counterparts hold college degrees. 
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Table 5: Level of Education of Household Heads 





Level of Education Finished Normal Households Poor Households 
Primary School 27.4 73.8 
Junior High School 20.7 15.0 
High School 36.7 10.4 
College or Higher 16.2 0.8 


Source: Jong-Gie Kim, Urban Poverty in Korea (Seoul: Korea Development Institute, 1992). 


Housing Conditions. The inequity in access to housing has long been one 
of the most critical social issues in Korea. First of all, the total supply of housing 
units falls far short of the demand, with the ratio ofthe number of housing units 
to the total number of households standing at only 72.1 per cent as of 1990. The 
situation is much worse in urban areas. There are several reasons for the short 
and unbalanced supply of housing in Korea, the most important being the 
shortage of urban land sites with the resultant high price of urban land. Housing 
costs are consequently extremely high in urban areas, making housing 
practically inaccessible for the poor. 

Without an adequate supply of low-cost housing for the urban poor, many 
of them will have no other recourse but to go to slums and squatter dwellings. 
These housing alternatives are usually illegal, overcrowded, and in poor 
locations; lack access to basic public utilities such as water and sewage facilities, 
and are constructed of inappropriate materials. 

The illegality of slums and squatter dwellings imposes an extra burden on 
the poor. Such dwellings are owned, rented, or traded, but transactions covering 
them are not adequately protected by law. The land on which such housing units 
illegally sit can be developed at any time by the owner, and in such cases, the 
residents could be forced out and their shelters demolished overnight. In other 
words, living in such areas is a highly risky and unstable proposition. 

Approximately 71 per cent of the slum housing falls below the minimum 
89.1 square meter floor space required by the Building Standards Act. The 
average space for use is 23.1 square meters per household, and an average of 2: 
persons live together in one small room. Further, most housing units in slum 
areas are shared by several households. In worse cases, these overcrowded 
households share basic facilities such as bathrooms. Some 23 per cent of slum 
dwellings are located in hilly areas, while 13 per cent are in riverbeds or along 


E 
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railroad tracks. Most of these housing units are poorly constructed and are thus 
very vulnerable to natural disasters such as heavy rains, storms, and cold 
weather. 

Because of illegality, poor construction, crowdedness, and improper location, 
slums and squatter dwellings are usually not provided with such basic 
necessities as running water and sewage processing systems. And when these 
necessities are available, there is usually sharing among many users, causing 
a great deal of inconvenience as well as health problems. In addition, access to 
public transport services is usually hampered by the dwellings’ poor location and 
by the lack of adequate road systems nearby. 


Economic Activities. It is easy to explain why poor families scarcely have 
members with stable and reasonably well-paying jobs. Approximately one third 
of the entire urban poor population is involuntarily unemployed, and those who 
are employed cling to jobs that are unstable and low paying. And it is the 
underpaid, unskilled, undereducated workers who are usually the first to go 
during retrenchments brought on by business slowdowns in Korea and other 
parts of the world. 

In Korea, wage differentials are still very large, although the gap is narrow- 
ing. Those with dirty, difficult, and dangerous manual jobs are usually paid low 
wages, perhaps because of the traditional concept that manual labor is only for 
the lower classes of society. Such insecure employment presents a special 
difficulty in Korea, where the turnover rate is very low compared with Western 
economies. 

To make both ends meet, more family members in poor urban areas try to 
enter the labor market, resulting m an even higher unemployment rate. These 
families are often headed by women with limited employment opportunities, who 
are underpaid when they do find work. Also, many household heads of the urban 
poor are already old. 

Some of the urban poor are self-employed, but these are not necessarily 
better off, mainly because they usually do not have enough capital for business, 
and have no access to financial services because of the lack of either a credit 
standing or collateral. These people are usually engaged in unstable or 
unauthorized business activities such as street vending. 


Policies for Urban Poverty 


As a result of the development strategy implemented in Korea, urban 
poverty has been substantially reduced during the last three decades (see 
Table 3). The adoption of labor-intensive technology in the manufacturing 
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industries, with emphasis on export promotion, contributed to increases in 
employment opportunities, which benefited the urban poor. As a consequence, 
strong labor demand led to economic growth brought on by a rise in the 
employment rate and real wages and by a more even distribution of income and 
reductions in absolute and relative poverty. In this sense, Korea’s economic 
experience exemplifies the dual economy growth theory, which implies a 
progressive shift in labor forces from the low-productivity, low-income 
agriculture sector to the high- productivity, high-income manufacturing sector.® 
This confirms that the impact of development policies on the welfare levels of the 
urban poor lies in employment elasticity with respect to output, which is 
determined by the type of development strategies employed. This argument is 
supported by the fact that urban poverty could not be reduced by Korea’s trade 
policies in the 19705, which relied heavily on import substitution in favor of 
capital-intensive sectors through lower interest rates, tax exemption, and special 
allowances for depreciation. Consequently, the removal of any institutional bias 
against labor-intensive technology has been regarded as an effective means of 
achieving significant economic development in terms of increased labor income 
and reduced absolute urban poverty. 

The industrialization policy was given priority, resulting in an unprecedent- 
ed record of economic growth, while national social welfare policy received little 
attention until recently. But despite the lack of attention to social welfare 
policies, significant progress has been made in enhancing living standards and 
social welfare by substantially reducing absolute poverty and eliminating 
serious unemployment problems. 

The government embarked on very few antipoverty programs during the 
1960s and the 1970s. With the attainment of economic growth, however, an 
attitudinal change in government occurred in the 1980s. In response to the 
growing public clamor for more equitable distribution, and with the gradual 
democratization of the political system, the government increased its involve- 
ment in antipoverty measures and income redistribution efforts. 

Depauperization strategies for the urban poor have been carried out in 
accordance with the living conditions of two groups. The first group is made up 
of those whose conditions can be vastly improved by general policies relating to 
social security, the labor market, and housing. The second group consists of 
those who cannot make a living without government support through public 
assistance and social welfare programs. The basic objective of policy is to avoid 
giving mere relief to the poor and to assist them to become self-reliant. 


9. Moniek S. Ahluwalia, "Policies for Poverty Alleviation”, Asian Development Review, vol. 8, no.1 (1990), 
pp. 111-132. 
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Livelihood Protection Program. The centerpiece of Korea’s antipoverty 
policy is the Livelihood Protection Program (LPP) based on the Livelihood 
Protection Act of 1961. The LPP provides various direct and indirect public 
assistance programs especially targeted at the poorest households, which are 
classified into two categories: those to be protected at home or in welfare facili- 
ties, and those with very low incomes. The former is composed of those who are 
unable to work because of age or sickness but who cannot be accommodated in 
social welfare facilities, and those who are in welfare facilities. The latter group 
is composed of those who are able to work but are deemed absolutely poor.” 
Limited cash assistance for living expenses and tuition exemptions in middle 
schools and vocational training centers is available to both groups of households. 
In addition, in-kind grants are given to the first group, while the public work 
program has become an important means of helping the second group. 

Beneficiaries of the LPP are chosen by local governments using criteria 
provided annually by the Ministry of Health and Social Affairs. The allowance 
per person to those in welfare institutions has been set at W 48,000 ($65) per 
month, while those in private homes receive W 39,000 ($53) per month. Under 
the protection plan, 80 per cent of the expenses are met by the central govern- 
ment, except in the case of Seoul, where more than 50 per cent of the expense is 
shouldered by the city government. 


Public Works Projects and Job Placement Services. Since 1964, 
public works projects have been organized as a part of self-help projects for the 
urban poor. Because of the limited availability of public funds and the lack of 
skills among the urban poor, most labor-intensive projects had to be carried out 
on a daily basis. These projects, which include road construction, urban civil 
engineering projects, and environmental sanitation, were reorganized under the 
Saemaul Wage Income Project in 1977. The wages paid out under this program 
which employed some 7.4 million people annually, totalled approximately 13 
billion won in 1977. The project’s funding and the number of people that it 
employed, however, did not increase since its inception. 

. Job placement for the poor is another important component of the anti- 
poverty program. The Ministry of Labor has established 37 job placement 
centers, which have had only limited success for two reasons. First, the lack of 
specialization among the centers has made it difficult for them to place workers 
in skilled jobs. Second, the lack of a formal, institutionalized labor market and 
the traditional predominance ofinformal channels of recruitment such as family 


10. Absolute poverty is defined by the official poverty line, which was W 55,000 per person per month 
as of 1992. 
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relationships and friendship ties have made it difficult for workers to take 
advantage of new opportunities based on impersonal and bureaucratic 
arrangements. 

In the case of Seoul, the concerned authorities are working together to 
correct the failures of the public job placement centers. Free job information 
offices have been set up at 24 locations, and efforts have been made to improve 
the organization of the job referral system. Moreover, job information offices 
have been established in ku-level (ward) and dong-level (neighborhood) 
administrative offices that are frequently in contact with local residents. These 
offices provide employment consulting as well as job referrals for daily laborers. 
In 1989, job information services were provided for 18,000 persons, mostly in 
daily household work such as housekeeping and nursing. However, for those 
seeking long-term employment or specialized positions, the job information 
bureaus provided contacts with more specialized agencies. I 


Medical Assistance Program. Another important component of public 
assistance is the Medical Assistance Program (MAP), initiated in 1977. Under 
this program, all medical services are provided free of charge to the very poor 
who are unable to work, while those who can work pay for 50 per cent of hospital 
expenses except for out-patient expenses, which are free. The MAP, which covers 
all LPP beneficiaries and some low-income families, is currently available to 7.7 
per cent of the population. But since medical service fees under the MAP are set 
at 70 per cent for those under the Medical Insurance Program, the poor often 
receive inferior medical services. 


Nutrition, Health, and Family Planning Services. The National Health 
Insurance System, launched in 1977, was expanded to cover the total population 
. in 1989. Though this program provides important protection, its benefits do not 
specifically favor the urban poor. This is because the propensity to consume 
medical services is much higher in high-income households compared with poor 
households, which may result in a reverse redistribution by the medical insur- 
ance system, under which a fixed percentage of insurance fees is charged. 

Family planning programs have been very successful in controlling 
population growth in Korea. For instance, free or low-cost sterilization for males 
is readily available in many parts of the country. In 1992, the government 
reduced the budget for family planning and population control as the fertility 
rate ceased to be higher in poor households compared with other households. 

Premarital pregnancies have sharply increased along with the wave of 
"Westernization." The majority of such pregnancies seem to have been illegally 
aborted, as abortion was informally but widely used for controlling the 
population growth in the 1970s. The abuse of the option of abortion may have 
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been a side effect of the efficient family planning program carried out during 
Korea’s earlier development decades. 

The basic source of good health is adequate nutrition. Inadequate calorie 
intake was a general phenomenon among most families until the early 1970s, 
when Korea was still experiencing food shortages known as "barley hill," which 
was the difficult springtime interim season when the rice stock (autumn crop) 
had run out and the harvest season for the summer crop (mainly barley) had not 
yet arrived. The term “barley hill" has long since been forgotten, and per capita 
protein intake has increased sharply, especially during the 1980s. As a visible 
consequence, the average height and weight of young people has increased 
remarkably. This general trend is also true for the urban poor. While there are 
only a few statistics on the nutritional intake of urban poor households, it can 
be said that for extremely poor families, or those classified as "to be protected at 
home," food availability does not seem to be the primary concern anymore. 

Nonetheless, households that do not have any income-earning capacity, or 
those "to be protected at home," cannot do without government assistance or 
occasional contributions from relatives or neighbors. Government assistance is 
the only reliable regular source of livelihood for those households. As of 1992, 
monthly assistance amounted to W 49,000 per person in such households. This 
modest assistance made it extremely difficult for beneficiaries to sustain their 
families." The non-official sources of assistance are, as mentioned above, 
unstable and irregular. In the case of Seoul, the number of people classified as 
"protected at home" remained stable at slightly below 0.15 per cent of the total 
population through the 1980s, whereas nationally the number stood at around 
0.8 per cent.” As of 1990, the total number of persons "to be protected at home" 
was 327,000. This was distributed as follows: 46,701 in large metropolitan areas, 
20,767 in small to medium cities, and 259,531 in rural areas. Since the urban 
population in Korea is about 75 per cent of the total population, the above 
figures exhibit a critical imbalance in the distribution of government-supported 
poor families. Estimates by Suh and others show that the head-count ratio of the 
absolute poor does not show such variation by region. As shown in Table 3, in 
1984, the head-count ratio (4.4 per cent) for rural areas was slightly lower than 
the ratio for urban areas (4.6 per cent). This is important evidence pointing to 
the fact that the selection of the households for assistance is rather arbitrary: 
the means test is not being applied rigorously, and some political consideration 


11. In 1991, the monthly allowance amount was W 43,000 per person. For those accommodated in 
welfare facilities, the monthly allowance per person was increased from W 62,000 in 1991 to W 55,000 
in 1992. 

12. See Jong-Gie Kim, K.W. Kim and J.Y. Son, Problems of Urbanization and the Growth of Seoul, Korea 
(Seoul: Korea Development Institute, 1991). 
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is almost always at work. This implies that, in a relative sense, a large number 
of urban households that fall in the category of absolute poverty do not even get 
"small" assistance from the government. 

In government budget documents, the poverty line has been set at a 
monthly income of W 80,000 per person for those "to be protected at home,” and 
at W 100,000 per person for low-income households. The total number of 
beneficiaries, including those staying in welfare facilities, however, decreased 
to 5 per cent in 1992 from 5.2 per cent in 1990. 

Health services have also improved remarkably. The beneficiaries of these 
services are classified into three categories (see Table 6). The first category 
coincides with the first group in the LPP—that is, those to be protected at home 
and inmates in social welfare facilities. The second category, which is slightly 
more advantaged than the first, does not have to worry about all out-patient 
costs and 80 per cent of in-patient costs, which are borne by the government. The 
third category, which is composed of households that are better off compared 
with the first two categories, is required to pay 44 per cent for out-patient 
services and 20 per cent for in-patient services. 


Table 6: Summary of Korean Medical Aid System 


Category I Category II Category III 

Eligibility Income less than Income less than Income less than 

Requirements W 56,000 per W 65,000 per W 85,000 per 
person per month person per month. person per month. 
inmates of social 
welfare institutions. 

Health Service Supplied free of Paid 100% by govern- Patients pay 44% for 
charge for out- ment for outpatient outpatient services, 
patient services. services. 20% for inpatient 

services. 


Available at clinics designated by the 
Ministry of Health and Social Affairs 
(MOSHA) and at all hospitals. 


Fees Paid to Pro- Set by MOSHA. 
viders of Services 


Note: As an additional eligibility requirement, assets less than six million won per household applies to 
all categories. 


Source: Soonwon Kwon, Social Security System in Korea-Overview (Seoul: Korea Development Institute, 
1992), p.15. 
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The provision of low-cost or free health services is very important in 
fighting poverty, because high medical costs perpetuate poverty and make the 
middle-income households fall into the poverty group. However, this program 
has to do something about the high effective coinsurance rates for the second 
and third category households, including copayments and uninsured services. 


Education and Training Programs. In the long run, nothing could be 
more important and effective than education and training in reducing poverty. 
The vicious cycle of poverty that has persisted over generations could be broken 
if children of poor households are given the opportunity to learn and acquire 
skills and to become productive members of society. 

Primary schooling in Korea is now free and compulsory, which helps 
parents financially. In practice, however, primary schooling in urban areas still 
requires substantial informal costs for various schooling materials and books 
(other than the free textbooks provided by the government) and for extracurricu- 
lar out-of-school training such as piano lessons or additional tutoring. Poor 
families cannot afford such tutoring, the benefits of which could prove crucial for 
their children later. 

For middle school (junior high school) education, tuition is waived for 
students from households below the officially set poverty line. Despite this ` 
privilege, some poor families grapple with the question of whether to send to 
school their children who could already work. i 

There are two types of Korean high schools: vocational schools and general 
high schools. Children from poor families get the benefit of waived tuition if they 
attend vocational schools. Students from poor families handicapped by their 
previous gchooling usually fail the performance evaluation tests for admission 
to general high school. And while students can advance to college from both 
types of schools, vocational school students find it difficult to pass the competi- 
tive college entrance examination. Students who gain admission to general high 
schools, or who are able to get sponsors to shoulder their schooling, usually 
cannot afford to enroll in out-of-school classes, which are believed to be very 
effective in preparing for the college entrance examination. Thus, entry into 
college for a poor child is hindered not only by the high tuition but by poor 
preparation. Since the wage differential by year of formal schooling is still very 
large in Korea, the extremely limited access to college education for motivated 
and intelligent children from urban slum areas becomes a significant factor in 
hindering social mobility. 

In the case especially of the poor who are working or seeking employment, 
some vocational training can (i) increase productivity and thus increase income, 
(ii) help in finding a better paying job, or (iii) help in finding new employment. 
Various skill training courses and some other vocational training are provided 
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by public training facilities, established facilities in the private sector, and other 
private institutions. Officially poor persons are exempted from paying training 
fees, and nominal allowances are also given to them during the training period, 
which varies from three months to three years depending on the program.” In 
1991, 11,231 persons were trained under this program, and among them 7,436 
persons succeeded in obtaining employment. 

Those training programs, however, have a few problems. First, those 
already working usually cannot find the time to attend such programs, which 
require full-time enrollment. Second, allowances given to poor trainees are 
inadequate, especially if they have many dependents. Third, job training for 
those from poor households is not effectively linked to placement. Fourth, the 
content of the training is not well matched with the demand, because training 
institutions offer courses mostly in fields related to manufacturing, while a 
survey reported that courses geared to service-related skills were in great 
demand. In addition, skills that are more appropriate for women, which are in 
great demand, cannot be readily acquired, because training courses are biaséd 
toward skills that are more fitted for male workers. Finally, training centers are 
inappropriately scattered all over the country, whereas the urban poor are 
concentrated in a few large metropolitan areas. 

As noted above, the urban poor are characterized by a very large proportion 
of households headed by females who usually do not have any special skills or 
knowledge. Even in poor families with physically healthy male heads, very often 
the breadwinners are the wives, while the husbands remain idle. Basic 
housekeeping skills or how to care for the sick can be easily acquired by women, 
and part-time work in this area can be found without difficulty. These services 
are at the moment being provided by some private, nonprofit organizations. ; 


Housing Program 


The supply of housing units is far short of the number of households. The 
quality of housing is poor, and the prices of houses as well as rents, which are 
already extraordinarily high, are increasing rapidly. Thus, the distributive 
equity in land and house ownership is getting worse. 

As summarized in Table 7, the housing supply ratio (the ratio of the number 
of housing units to the number of households) was estimated at only 72.1 per 
cent in 1990. The ratio was 65.6 per cent in urban areas. The average size'of 


18. As of 1990, there were 337 job training institutions, of which 81 were public, 149 firm-established, 
and 107 authorized independent institutions. The majority of the public training centers were establi 
in the 1970s through aid from either the World Bank or the Asian Development Bank. 
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dwellings has been steadily increasing in the last 15 years, but the absolute size 
remains quite small. The ratio of dwellings equipped with modern kitchen 
facilities and flush toilets has also been increasing rapidly during the last 
decade, but the absolute level is still quite low compared with the situation in 
developed countries. Though the average quality of housing is much poorer in 
Korea (where incomes are relatively lower and whose history of wealth 
accumulation is short) than in rich Western countries and Japan, houses of high- 
income families are much larger and more luxurious than those in Japan. 


Table 7: Trends in Key Housing Statistics 





1990 

Variable 1975 1980 1985 (estimated) 
Average size of dwellings (sq.m.) 57.8 68.3 72.6 78.2. 
Per capita floor floor area (sq.m.) 7.9 9.6 11.2 13.9 
Modern kitchen (per cent) _ 18.2 85.1 53.2 
Flush toilet (per cent) _ 18.4 33.6 51.6 
No. of households (000) 6,376 7,470 8,763 10,223 
No. of housing units (000) 4,734 5,319 6,104 7,374 
Housing supply ratio (per cent) 74.4 71.2 69.7 72.1 

Urban area 56.9 56.6 57.8 65.6 

Rural area 91.8 91.7 92.9 95.6 
Owner occupancy ratio (per cent) 63.1 58.4 53.6 50.6 
Urbanization ratio (per cent) 49.9 58.4 66.7 78.9 





Source: Kwan Young Kim, “Housing Policy in the 1990s" (Paper presented at the Symposium on Social 
Issues in Korea, Seoul, June 1992), p. 7. 


Another aspect of Korea’s housing market problem is the high rate of 
appreciation of housing units and the accompanying rise in rents. The 
skyrocketing prices of housing are closely related to the extremely rapid and 
steady appreciation in the cost of urban residential land. This has had an 
adverse effect both on overall income distribution and on the absolute welfare 
position of low-income urban households. In the meantime, the wealth gap 
between households that own a house and those that do not has rapidly widened. 
As shown in Table 7, the owner occupancy ratio in 1990 was 50.6 per cent. For 
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various reasons, a small percentage of households live in rented houses even 
though they have their own houses or apartments. Even taking this into 
consideration, it is certain that almost half of all households find their resources 
diminishing compared with their neighbors who own houses. 

Insum, the Korean housing market is perhaps the most distorted compared 
with those in other market economies.“ Table 8 shows the ratio of housing 
prices to annual household income (PIR) and the ratio of rental payments 
(excluding utilities) to the household incomes (RIR) of several: Asian and 
Western countries. The PIR and RIR in Seoul as of 1991 were 9.25 and 0.32, 
respectively—the highest among the 52 largest cities in the world.” These two 
statistics dramatically indicate the serious distortion of the housing market in 
Seoul. 


Table 8: PIR and RIR in Selected World Cities (1991) 


City PIR Value RIR Value 
Seoul, Republic of Korea 9.25 0.32 
New Delhi, India 7.65 0.31 
Hong Kong 7.43 0.08 
Tokyo, Japan 6.32 0.16 
Kuala Lumpur, Malaysia 5.30 0.20 
Jakarta, Indonesia 8.46 0.07 
Bangkok, Thailand 3.10 0.20 
Singapore 2.60 0.32 
London, United Kingdom 7.24 0.12 
Stockholm, Sweden 4.58 0.11 
Paris, France 4.22 0.21 
Toronto, Canada 4.18 0.20 
Washington D.C., U.S.A. 3.53 0.23 





Note: PIR denotes the ratio of housing price to annual household income, and RIR denotes the ratio of 

rent payments (excluding utilities) to the household income. 
Source: Bertrand Renaud, "Confronting a Distorted Housing Market: Can Korean Policies Make a Break 
with the Past?" (Paper presented at the Symposium on Social Issues in Korea, Seoul, June 1992). 


14. Bertrand Renaud, “Confronting a Distorted Housing Market: Can Korean Policies Make a Break 
with the Past?" (Paper presented at the Symposium on Social Issues in Korea, Seoul, June 1992). 
15. Office of Statistics, Regional Statistics Yearbook (1991). 
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Housing Market Distortions. The distortion in the housing market is 
exceptional, considering Korea’s commendable success in other areas during the 
development decades. There are, of course, unfavorable conditions under which 
the economy must operate. For one, Korea is one of the most densely populated 
areas in the world. In the course of the country’s rapid industrialization, 
urbanization accelerated and led to the concentration of population in Seoul and 
the surrounding capital region. Though overall population growth was 
effectively controlled from the 1970s onwards, the growth of the population in 
urban areas remained very high. In addition, the number of households in the 
capital area grew even faster because of the rapid shift to nuclear families from 
large multigenerational families. Such rapid growth in the number of house- 
holds in the capital city area, together with the rising incomes, created a 
remarkable increase in the demand for houses. And with the limited supply of 
urban residential land and limited investment resources allocated for housing . 
construction, the large gap between the demand and supply of urban housing 
could scarcely be narrowed. 

As acknowledged by numerous authors, however, poor policy choices and 
inappropriate institutional arrangements concerning housing and land markets 
were responsible for the greater part of such distortions in the Korean housing 
market. Government intervention in land use, housing construction, the 
pricing of new houses, rents, and housing finance had deleterious effects. 
Essentially, however, Korea failed in controlling population concentration in its 
capital area. With the incentives for migration into the Seoul area left intact, the 
government tried to cope with the problem mainly by direct regulations and 
interventions, in the process generating more problems than solutions. The 
incentives themselves, which are not only in economic areas but in educational, 
cultural, and social aspects as well, were mostly the result of various artificial 
restrictions that were not properly coordinated. 

Korea’s land policy is still based on a philosophy more suited to its primitive 
agrarian economy. One of the basic objectives of the policy has been to keep 
agricultural lands well distributed among farmers. Regulations to carry out 
these objectives resulted in a severe rigidity in the supply of urban residential 
land and made it difficult to achieve competitiveness in the agriculture sector. 
The casual definition of the greenbelt and the rigid operation of the system also 
led to the inelastic supply of urban land and to other inefficiencies.” Rapidly 
increasing demand and inelastic supply naturally resulted in a rapid apprecia- 


16. For example, see Renaud, op. cit.; Kim et al., op. cit.; and Kim, op. cit. 

17. For a further discussion on the effects of the greenbelt, see Kyung-Hwan Kim, Housing Prices, 
Affordability, and Government Policy in Korea, Report No. IDP 99 (Washington, D.C.: World Bank, July 
1991). i 
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tion of the cost of urban land. This phenomenon was exacerbated by speculative 
land hoarding by many firms and wealthy households because of restrictive 
financial policy and credit rationing. The government has been attempting to 
halt this land price inflation both by direct regulations and by tax policies. 
For example, each land transaction requires a government permit, and a 
ceiling was recently set on the ownership of residential land in major city areas. 
Strong tax measures were also adopted recently, including an accrual-basis 
capital gains tax on undeveloped urban land and a globalized (and progressive) 
landholding tax. These measures, which could stanch speculative land hoarding, 
seem to have aggravated the distortions in the land market. There are also 
unreasonable restrictions on the supply of houses. Foremost of these is the 
regulation of the prices of new apartments at unduly low levels. The supply of 
small-sized apartments is being regulated at even lower unit prices. These price 
controls have resulted in severe distortions in the market. The supply of new 
apartments is being kept at a level lower than the market equilibrium, and the 
structure of the supply is biased toward larger apartments. Consequently, the 
overall supply of houses has become insensitive to changes in the "market 
prices" of houses. New apartments are being rationed using a drawing system 
that is inefficient and unfair. Rent control to protect the "economically weak" 
tenants has also created similar distortions and is likely to do more harm than 
good to tenants in the long run by discouraging the supply of new houses for 
rent. | 
Another important area that bears criticism is in respect of housing finance 
policies. In the course of rapid government-led economic development, 
financial sector was kept on a tight rein until recently. By controlling the 
financial sector, the government managed to direct investment resources to the 
desired sectors. In the 1960s and 1970s, the housing sector was a low priority 
sector vis-à-vis other export-oriented industrial sectors. Thus, a housing finance 
system was not developed, which had two effects. First, it engendered a heavy 
dependence of the housing sector on costly curb market funds through the 
"chonsei" system.18 With the higher cost of capital, it thus became natural for 
investment in the housing sector to be lower than optimum. Another serious 
effect of the poor housing finance system was the bias of the demand structure 


18. The renting system developed in Korea in the post-war period is unique. In this system, the tenant 
deposits a lump-sum payment with the landlord for using a house, without paying any monthly rent. The 
landlord utilizes the money until the end of the tenure without paying any interest, and when the tenant 
moves out, the principal is paid back. The conversion rate of the chonsei amount to the monthly rent i is 
approximately the curb market interest rate. For a further discussion of this system, see Bertrand 
Renaud, Understanding the Collateral Qualities of Housing for Financial Development: The Korean 
"Chonsei" as Effective Response to Financial Sector Shoricomings, INU Report, no. 49 (Washington, DiC.: 
World Bank, June 1989), and Kim, op. cit. 
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in the market against small housing units. The middle-income to lower income 
families with inadequate purchasing power were crowded out when accessibility 
to financing was blocked; consequently, the demand for small houses was 
reduced. 

Recently, to cope with the difficulties in the housing sector, the government 
implemented the "two million housing program.” To correct the distortions in the 
housing market, the government directed resources toward the construction of 
two million housing units in a very short time. This had a stabilizing effect on 
the prices of houses but also caused serious macroeconomic difficulties. 


Housing Policies for the Urban Poor. The difficulties and distortions 
in the housing sector are reflected in the miserable housing conditions of the 
urban poor. For those below the poverty line, the market holds no prospect of a 
satisfactory solution. Many of the urban poor’s houses are illegally constructed 
and clumped together in unsanitary conditions, leaving their residents 
vulnerable to diseases. Such conditions could also be a source of political and 
social instability. The problem of squatters, which has grown in the wake of 
rapid urbanization, is getting more attention from the government, but attempts 
either to help the urban poor or to rid large cities of slums have had only limited 
success. 


Resettlement Projects. The government’s resettlement projects were the 
first measure to address the urban slum problem. During 1960-1971, Seoul’s 
city government attempted to resettle 43,509 households at 20 sites on the 
outskirts of Seoul by allocating small pieces of land, about 27-33 square meters, 
to each household. The squatter resettlement initially succeeded in ridding the 
city of unsightly spots but failed to accomplish its more important goals. And 
since the government did not follow up the resettlement with a commitment to 
improve housing, road and water systems, etc. in the new areas, the resettled 
neighborhoods tended to degenerate into new slum areas. Moreover, approxi- 
mately half of the resettled residents left the new areas; in many cases, high 
living expenses forced them to sell their land. Furthermore, many former 
squatters had to return to the city to find work. 


Low-Cost Apartment Projects. Since most resettlement programs were 
undertaken in the outskirts of Seoul where there were few job opportunities, the 
poor who were resettled moved back to the heart of the city. To meet this 
contingency, the government in 1969 demolished slum settlements and planned 
on replacing them eventually with 519 low-cost apartment buildings designed 
to accommodate nearly 20,000 households. The construction of these units on the 
city’s hillsides was expected to improve sanitation in the poorer areas and to 
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increase the efficiency of land use. However, inadequate provisions for 
infrastructure—transportation, water supply, sewage systems, and other public 
utilities—led to a rapid escalation in costs. Furthermore, the poor could not pay 
for the apartments. Finally, cost overruns necessitated the cutting of corners, 
resulting in poorly managed construction. And when two apartment buildings 
collapsed, the project was abandoned in 1971. 


Large-Scale Resettlement Programs. The third attempt at resettlement 
made by the city government of Seoul was a more ambitious effort—the 
construction of a new town named Seungnam City. The idea was to move the 
people in squatter areas to a newly developed town. The original plan called for 
55,650 households to be relocated to the new town between 1969 and 1973. 
However, after a riot in the new town in 1971, by which time 21,800 households 
had already been resettled, the project was cancelled. Nevertheless, the town 
eventually developed into a large satellite city which by 1992 had a population 
of 400,000. 


Upgrading Existing Squatter Housing. The first attempt to upgrade 
existing squatter housing was made by Seoul’s city government in 1968 
following the census of squatter areas in Seoul the previous year. Under this 
program, illegal houses in squatter areas became legal, and public utilities, 
including water supply and sewage, were introduced. Approximately 100,000 
houses were remodeled, and about 9,000 housing units were upgraded, while the 
rest were demolished. 

The second attempt to upgrade squatter housing was made in conjunction 
with the Saemaul Movement. During 1972/73, 7,000 houses at 55 different sites 
were upgraded through the people’s own initiative and resources, while the city 
government rendered assistance for public utilities such as water and sewage. 


Urban Redevelopment Projects. After the failures to improve urban 
housing, the city of Seoul passed the Special Housing Improvement Law in 1973 
and the Urban Redevelopment Law in 1976 and undertook more urban renewal 
projects. Neighborhoods with buildings that violated codes or failed to meet the 
standards set by the Building Standards Act, as well as neighborhoods 
harboring resettled former squatters, were designated as Urban Redevelopment 
Areas. Unlicensed housing areas located 100 meters above sea level or lower 
were renovated, while those located on higher ground were removed because 
they were too high for the provision of basic infrastructure such as a water 
supply system. | 

‘To involve residents in the urban renewal process, the city provided them 
with financial and organizational assistance. In areas where squatters were 
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illegally occupying public lands, the government reclassified the lands and 
transferred the ownership to the residents. However, voluntary participation in 
these self-help renewal programs was low. From 1979 to 1982, the removal of 
substandard housing was financed by the National Housing Fund, and when 
this was accomplished, the construction of multiple-family dwellings was 
entrusted to private contractors. 

At the end of 1982, the Cooperative Urban Redevélopment Plan was 
introduced with the objective not only of improving the residential environment 
and the general urban environment but alleviating the residents’ share of the 
financial burden of redevelopment as well. Under the Cooperative Urban 
Redevelopment Plan, residents in each area established a Redevelopment 
Association that was to conduct redevelopment in concert with professional 
developers. The city of Seoul was and still is in charge of designating areas for 
redevelopment, establishing their parameters, and approving all projects. The 
city also sells national lands to the Redevelopment Associations at appraised 
prices and provides the redeveloped areas with basic facilities such as roads 
(Table 9). 


Table 9: Seoul Housing Improvement Redevelopment Projects 


(as of 30 June 1989) 
Area under Buildings under Housebolds 
Locations Redevelopment Redevelopment Involved 

Status (no.) (1,000 m°) (no.) (no.) 
Completed 78 2,344 17,809 24,483 
In Progress 54 8,345 27,251 46,935 
Not Started 80 4,486 35,682 55,255 
'Total 212 10,175 80,742 126,573 


Source: Seoul Housing Improvement Bureau. 


Housing for the urban poor has become a prominent issue and a political 
burden. The basic difficulty lies in the inadequacy of resources. First, budgetary 
allocations for housing projects are very inadequate. The poor usually do not 
have enough savings or assets to benefit from such projects, and only a few have 
access to credit. Second, jobs for the poor are available mostly in urban centers, 
and finding relocation sites for them is a problem. Third, upgrading of the 
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quality of housing means higher maintenance costs, which the poor cannot 
afford. Fourth, and this is especially true in redevelopment projects, the urban 
poor residing in slum areas are hampered by their lack of sufficient and . 
appropriate land. Recently, small-sized permanent apartments for rent were 
built by the public sector, but again, due to affordability problems, very poor 
families usually could not avail themselves of such dwellings. Finally, the 
fundamental reason for the urban poor’s housing problems has to do with high 
land and housing prices. In Korea, land resources are very scarce, and this has 
been aggravated by the government’s strict control of land use by prohibiting the 
conversion of arable land into non-agricultural uses. In addition, the greenbelt 
policy introduced in 1971 led to a serious land shortage in urban areas. 


Conclusions 


Although the causal relationship between various government policies and 
poverty is not easy to determine, some possible explanations can be made. While 
substantial reduction of urban poverty in Korea resulted in part from govern- 
ment policies to help the urban poor, the most important factor in this decline 
has been the overall growth of the economy. The country’s industrialization-led 
economic development strategy generated enough employment opportunities to 
absorb rural-to-urban migrants, who constituted most of the urban poor. Aside 
from the government's development strategy based on the promotion of 
employment opportunities, the sharp decline in urban poverty can be attributed 
to the absorption of relatively younger and more educated rural-to-urban 
migrants in the formal employment sector. 

Second, beginning in the late 1970s, various policy measures were 
implemented either to reduce urban poverty or to help the urban poor. These 
measures were pursued in accordance with the living conditions of two groups. 
The first group consisted of those whose conditions could be drastically improved 
by general policies such as income security programs, labor market programs, 
and housing programs. The second group was made up of those who could not 
make a living without government support through public assistance and social 
welfare programs. 

The major thrust of the measures for the first group was not merely T 
provide temporary relief. The programs placed a high priority on creating 
employment opportunities for the urban poor or improving their skills, thus 
enabling them to be self-reliant. Therefore, education, job training, and job 
placement services were provided to them. 

For the second group which has mostly been protected at home, the 
government has provided charity and relief. The problem now is how to provide 
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more assistance and how to establish a workable service delivery system for 
social welfare. Private firms and religious organizations are being encouraged 
to establish social welfare institutions or to contribute to existing facilities. 

Although the government's direct antipoverty policies proved to be effective, 
Social aid policy did not help much in reducing poverty. In contrast, macroeco- 
nomic growth played a significant role in reducing urban poverty. 

Third, while the general living conditions of the poor have improved 
significantly, there are areas in crying need of improvement. One such area is 
housing for the urban poor, which has become one of the most pressing political 
issues of the country. Various policy measures have been instituted to solve the 
urban poor's housing problems, but with only limited success. As a result, the 
urban poor have frequently been forced to relocate, often to locations unsuitable 
for living and far from their workplaces. Most government projects did not pay 
much attention to the financial constraints of the poor. Distortions in the 
housing market characterized by extremely high prices and chronic shortages 
have worsened the housing conditions of the urban poor. Foremost among the 
reasons for the scarce and unbalanced supply of housing is the shortage of urban 
land sites that has resulted in high prices. These problems have been caused 
mainly by government policies that restricted the conversion of agricultural, 
forest, and other non-urban land uses to urban use in combination with the 
greenbelt policy. It thus seems imperative to revise the land use policy first to 
Solve the urban poor's housing problems. 


Urban Poverty in the 
Philippines: Nature, Causes and 


Policy Measures 
Arsenio M. Balisacan' 


8 in other less developed countries (LDCs), urbanization and urban 

poverty have increasingly become major development policy concerns 

in the Philippines. The accelerating pace of urbanization is shifting the 
burden of poverty from rural to urban areas. The proportion of the population 
living in urban areas rose from 30 per cent in 1960 to 38 per cent in 1980 and 49 
per cent in 1990. However, unlike in many LDCs where high levels of urbaniza- 
tion reflect a shift in the economy's dynamic comparative advantage from one 
initially based on agriculture to one based on industry and services, the 
country's high urbanization level has not been matched by a correspondingly 
high per capita income as well as by a significant shift in labor employment from 
low to high productivity areas.’ Its gross domestic product (GDP) per capita at 
the beginning of the 1990s was not much different from that in the late 1970s. 
The share of the industry sector in total employment remained virtually 
unchanged at about 16 per cent during the last three-and-a-half decades. The 
employment share of the manufacturing sector, which is the hub of dynamic 
growth in fast-growing neighboring countries, even contracted from 12 per cent 
in the mid-1950s to 10 per cent in the early 1990s. 

This paper takes an in-depth look at the nature of the urban poverty 
problem in the Philippines. It first provides intertemporal and spatial dimen- 
sions of poverty since the early 1960s. It then examines the recent record with 
respect to employment and employment generation, the determinants of the 


i 
e 


* Associate Profeasor of Economics, School of Economics, University of the Philippines. The author wishes 
to thank Angelita Cortez, Macrina Lazo, and Rhoda Theresa Bacawag for their assistance and Ernesto 
M. Pernia, Dante Canlas, Edita Tan, Paul Gertler, David Green, Dipak Mazumdar, Edwin Mills, Peter 
Nijkamp, and Emiel Wegelin for their helpful comments. | 
l. The variation among LDCs is partly an income phenomenon and partly due to historical hd 
geographic parameters, internal and international market forces, macroeconomic and sectoral policies, 
and explicit spatial policies. See Ernesto M. Pernia, "Aspects of Urbanization and the Environmentlin 
Southeast Asia", Asian Development Review, vol. 9 (1991), pp. 113—136. 
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labor earnings of urban households, and issues concerning access to basic needs 
and services. Subsequently, it characterizes the implications of economywide 
and sectoral policies on urban poverty and spatial development. Finally, it draws 
conclusions and outlines some policy implications. 


Poverty Comparisons and Characteristics 
Urbanization and Urban Performance Indicators 


The usual indicators of intertemporal urban performance, including urban 
poverty and income distribution, are somewhat flawed. First, the definition of 
"urban areas" has changed substantially during the last three decades. In the 
early 1960s, urban areas included all places within the boundaries of Metro- 
politan Manila (Manila and adjacent cities and municipalities), chartered cities, 
provincial capitals, and the town centers (poblaciones) of municipalities. Second, 
population density became an additional criterion in the mid-1960s. This 
qualified all town centers of municipalities with a population density of at least 
500 persons per square kilometer, as well as contiguous villages with at least 
2,500 inhabitants, as urban areas. Since the early 1970s, any district, regardless 
of population density, with at least six establishments (commercial, manu- 
facturing, recreational and/or personal services) could also qualify as an urban 
area. 
More importantly, the physical area of the "urban sector" is, almost by 
definition, shifting over time. As population grows and/or economic activity 
expands, a rural area will sooner or later be classified as urban. While this may 
not be problematical for purposes of measuring, say, urbanization trends, it 
tends to create a systematic upward (downward) bias on urban (rural) 
performance indicators. Suppose, for example, that rapid, sustained agricultural 
growth in some regions leads to a similarly rapid expansion of nonfarm 
employment and incomes. This induces urbanization, thereby reducing the 
geographical size of "rural areas". To the extent that household incomes rise : 
faster in urbanizing areas than in non-urbanizing areas, poverty in physically 
expanding urban areas tends to fall relative to that in contracting rural areas. 
This is particularly so if there are constraints on the movement of labor from the 
slow to the rapidly growing areas, or if there are considerable lags to such move- 
ments. Thus, while the growth stimulus is initially rural-based, the gains in 
poverty reduction are registered as urban-based. The data, as reported, seem to 
suggest that even if rural development programs were successful in spurring 
rural income growth and reducing rural poverty, they do not really matter that 
much! 
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Table 1 presents "urban" population counts when physical areas are fixed 
over time. The estimation involves reclassifying geographical areas in the 
various population censuses according to the urban-rural definition used in the 
1970 census of population. These estimates show that urban areas had a 
population share of 32 per cent in 1960 and 1970, 34 per cent in 1980, and 36 per 
cent in 1990. In contrast, the population share of urban areas in the Census 
Report was 30 per cent in 1960, 32 per cent in 1970, 38 per cent in 1980, and 49 
per cent in 1990. Clearly, for the country as a whole, it is the reclassification of 
physical areas, not the physical movement of the population from rural to urban 
areas, that has mainly accounted for the growing share of the population in 


urban areas. 
Table 1: Level and Tempo of Urbanization 
Urbanization Indicators 1960 1970 
Total Population (in million) 27.09 36.68 
Per cent change per year - 3.01 
Proportion that is Rural Census Report 70.20 68.17 
Fixed Rural Areas* 68.55 68.17 
Proportion that is Urban 
Census Report 29.80 31.83 
Fixed Rural Areas 31.45 31.83 
Urban Population Growth 
Census Report - 3.69 
Fixed Rural Areas — 3.16 
Tempo of Urbanization” 
Census Report _ 0.95 
Fixed Rural Areas — 0.80 


a Based on 1970 urban-rural classification of villages. 
b Urban-rural growth difference. 


1980 


48.10 
2.71 


62.49 
66.35 


87.51 


` 33.65 


4.35 
3.26 


2.51 
0.83 


Sources: National Statistics Office, Integrated Census of the Population, various years. 


1980 


60.69 
2.83 


51.16 
64.16 


48.84 
35.84 


4.96 
2.96 


4.64 
0.97 
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Poverty Line and Poverty Measures 


The analysis in this section is based on the various Family Income and 
Expenditure Surveys (FIESs) undertaken from 1961 to 1991.? Surveys for 1975 
and 1979, however, were not published because of some technical problems, one 
of which was the substantial underrepresentation of households in plush 
subdivisions. Nonetheless, even with the exclusion of 1975 and 1979, it appears 
that the FIESs provide a reasonably good series for a comprehensive analysis of 
poverty trends over the last three decades. 

The identification of the poor and the aggregation of the data on the poor 
into an overall measure of poverty involve construction of the poverty line or 
threshold.* For practical purposes, the poverty threshold is defined as the 
critical minimum amount of income below which a person cannot attain a pre- 
determined consumption bundle of goods and services deemed necessary for the 
fulfillment of certain basic consumption needs, especially adequate nutrition. 
This paper has adopted the poverty lines for 1988 estimated by the National 
Statistical Coordination Board’s Technical Working Group (TWG) on Poverty 
Determination. Roughly comparable to those for Indonesia and Thailand, these 
estimates cover the country’s 13 regions subdivided into rural and urban areas 
and take into account regional price differences and consumption patterns.‘ 
Real poverty lines are held fixed for the period covered by the study. While they 
may be positively related to correlates of development, the correlation is 
expected to be weak for low-income countries." 


2. The Bureau of the Census and Statistics for 1961, 1965, and 1971; the National Census and Statistica 
Office for 1985; and the National Statistics Office for 1988 and 1991. For a discussion on the limitations 
of these surveys for intertemporal poverty comparisons, see Arsenio M. Balisacan, "Critical Issues and 
Policy Measures to Address Urban Poverty: The Philippine Case" (Report prepared for the Asian 
Development Bank, Manila, 1993). 

3. For a discussion of conceptual and empirical issues involved in poverty measurement, see Martin 
Ravallion, Poverty Comparisons: A Guide to Concepts and Methods, LSMS Working Paper No. 88 
(Washington, D.C.: World Bank, 1992). 

4. The TWG's procedure of establishing the poverty line is an adaptation of the Orshansky method. 
Daily and monthly food thresholds are obtained by costing low-cost menus by region and by area (rural 
and urban) which meet 100 per cent of adequacy for the Recommended Dietary Allowance for energy 
(2,000 calories) and 80 per cent adequacy for other nutrients. Estimates of non-food needs are based on 
the consumption pattern of FIES sample families whose incomes fall within 10 percentage points above 
and below the food threshold. That is, to obtain the total poverty line (food plus basic non-food), the food: 
threshold is divided by the average propensity to consume, defined as the proportion of food to total 
expenditures, for these sample families. 

5. For a demonstration that, for a large number of low-income countries, real poverty lines tend to 
increase with growth, but only very slowly for the poorest countries, see Martin Ravallion, Gaurav Datt, 
and Dominique van de Walle, “Quantifying Absolute Poverty in the Developing World", Review of Income 
and Wealth, vol. 37 (December 1991), pp. 345—361. 
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Most poverty studies in the Philippines, including virtually all government 
statistics, have focused on the familiar head-count index as a measure of 
poverty. This index, which is simply the proportionate number of the population 
that is deemed poor, has well-known shortcomings. To rectify these short- 
comings, in addition to the head-count index, two other summary measures are 
employed, namely, the poverty gap and the Foster-Greer-Thorbecke, (0-2) index, 
which is measured in the same way as the poverty gap index except that the 
weights are simply the squared income shortfalls.® 

Table 2 summarizes poverty estimates based on the FIES income data 
The FIES estimates are based on population distributions reported in the FIES. 
The other set of estimates, referred to as Fixed Physical Areas (FPA), is based 
on population distributions for fixed physical areas, i.e., on the rural-urban 
classification of villages in 1970. The estimation involved using the information 
in Table 1 to adjust for poverty indicators obtained from the FIES data on 
household income.’ Thus, while the FIES estimates do not control for the 
"shifting physical areas" problem noted above, the FPA estimates do, thereby 
providing a better indicator of intertemporal urban (and rural) poverty. 

Based on the head-count index, aggregate (national) poverty fell from about 
59 per cent in 1961 to 52 per cent in 1971, rose to 54 per cent in 1985 when the 
economy suffered its deepest contraction since the late 1940s, then fell to 44 per 
cent in 1988 and rose slightly to 45 per cent in 1991. The average annual 
reduction from 1961 to 1991 was unimpressive compared with the experiences 


6. The FGT index is a class of additively decomposable poverty measures. The head count and the 
poverty gap are special cases of this index, i.e., for a=0 and a=1, respectively. These measures are 
additively decomposable in the following sense: the aggregate (population) poverty level is simply a 
weighted average of the subgroup poverty levels, the weights being their population shares. Moreover, 
a distributionally sensitive poverty measure (a >1) satisfies the main axioms for a desirable summary 
measure of poverty. For more details, see James E. Foster, Joel Greer, and Erik Thorbecke, "A Class 
of Decomposable Poverty Measures", Econometrica, vol. 52 (May 1984), pp. 761-766. For a survey of 
aggregate poverty indices, see James E. Foster, "On Economic Poverty: A Survey of Aggregate Measures", 
Advances in Econometrics, vol. 3 (1984), pp. 215—251. On the diversity of judgments concerning the 
measurement of poverty, see A.B. Atkinson, "On the Measurement of Poverty", Econometrica, vol. 55 
(July 1987), pp.749—764. 

7. These estimates are not directly comparable with those in Arsenio M. Balisacan, "Rural Poverty in 
the Philippines: Incidence, Determinants and Policies", Asian Development Review, vol. 10, no. 1 (1992), 
pp. 125—164. The latter employs the old official poverty lines, which are, on the average, 31 per cent 
higher than those adopted in the present study. However, in both studies, qualitatively similar results 
are obtained. The present estimates are also not strictly comparable with the official poverty incidence 
data. The real poverty lines employed in the present study are held fixed for the period under 
consideration, while this is not the case for the official estimates. Moreover, this study's estimates are 
based on uniformly constructed grouped data (since household observations for years prior to 1985 are 
not available), while the official estimates are based on household observations. 

8. For details, see Balisacan, op. cit. 
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of neighboring Asian countries.’ Moreover, all three indices of poverty suggest 
virtually no change in poverty from 1965 to 1971, indicating that the growth of 
GDP per capita, which averaged about 2 per cent a year, did not "trickle down" 
to the poor. The slight increase in poverty from 1988 to 1991 was primarily due 
to the almost zero growth of GDP per capita and to the rising inequality in the 
size distribution of household income during this period. The income share of the 
poorest 20 per cent of the population dropped from 5.3 per cent in 1988 to 3.8 per 
cent in 1991. 


Table 2: Poverty Indices, 1961-1991 


(per cent) 
FIES Estimates FPA Estimates 
Distributionally Distributionally 

Head Poverty Sensitive Head Poverty Sensitive 

Year Count Gap Measure Count Gap Measure 
Total 
1961 59.25 27.78 16.55 59.25 27.78 16.55 
1965 51.47 23.64 14.30 51.47 28.64 14.30 
1971 52.28 23.71 14.05 52.28 23.71 14.05 
1985 53.94 21.10 10.87 53.94 21.10 10.87 
1988 44.24 15.95 7.64 44.24 15.95 7.64 
1991 44.59 16.46 8.04 44.59 16.46 8.04 
Urban 
1961 50.50 22.99 13.82 56.91 25.91 15.67 
1965 43.19 18.04 10.38 42.66 17.82 10.25 
1971 40.60 _ 16.01 8.78 38.57 15.21 8.34 
1985 45.20 17.24 8.68 50.18 19.14 9.64 
1988 34.49 11.64 5.34 86.90 12.45 5.71 
1991 36.66 13.89 7.04 50.77 19.24 9.75 
. Rural : 

1961 64.06 30.42 18.05 60.33 28.65 17.00 - 
1965 55.23 26.18 16.08 55.54 26.33 16.17 
1971 57.31 27.08 16.35 58.66 27.72 16.74 
1985 59.43 23.52 12.25 55.94 22.14 11.53 
1988 50.19 18.58 9.05 48.27 17.87 8.70 
1991 52.40 19.00 9.03 41.13 14.91 7.09 


Source: Author’s calculations. 


9. Based on data in World Bank, World Development Report (Washington, D.C., 1990), pp. 45-48; and 
M.G. Quibria and T.N. Srinivasan, Introduction”, in Rural Poverty in Asia: Priority Issues and Policy 
Options, ed. M.G. Quibria (Hong Kong: Oxford University Preas, 1993). 
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Beyond a doubt, conclusions concerning intertemporal changes in poverty 
may be influenced by the choice of the poverty line and poverty index. Differ- 
ences in needs between households of similar income (consumption) levels, 
though not easily measurable, are real. There may also be errors in the available 
data on living standards. Thus, one can ask: how robust are the results of 
poverty comparisons? This paper employs well-known theoretical results on 
stochastic dominance to obtain at least a partial ordering of poverty distribu- 
tions in terms of any well-behaved poverty measures. The results of the analysis 
suggest that the conclusion above concerning the virtual absence of poverty 
reduction from 1965 to 1971 is robust with respect to assumed poverty lines and 
poverty measures that are sensitive to the income shortfalls of the poor.'? 
Poverty in 1991 is also higher than in 1988 for almost all plausible poverty lines. 
Only at extreme ranges of poverty lines can poverty in 1991 be the same as that 
in 1988. 

In both FIES and FPA poverty estimates, urban poverty fell, while rural 
poverty rose from 1965 to 1971 (Table 2). Based on the FPA estimates, head- 
count poverty in urban areas fell from 43 per cent in 1965 to 39 per cent in 1971. 
In contrast, rural poverty rose from 56 to 59 per cent. This suggests that the 
relatively rapid growth of GDP per capita during this period benefited mainly 
the urban population. The FIES estimates show a relatively mild increase in 
urban poverty from 1988 to 1991, with the poverty head count rising from 35 to 
37 per cent. In contrast, the FPA estimates indicate a sharp increase in poverty, 
with the head-count index rising from 37 per cent in 1988 to 51 per cent in 1991. 
The discrepancy is due mainly to the reclassification of villages. The FIES 
sampling frames for 1985 and 1988 were based on the 1980 population census, 
while that for 1991 was based on the 1990 census. Both censuses applied the 
same set of criteria in classifying villages into "urban" and "rural" areas. A large 
number of initially rural areas in 1980 became urban areas in 1990 when they 
were found to satisfy the criteria for "urban" areas. This reclassification, in 
addition to net migration from rural to urban areas, reduced the population 
share of FIES rural areas from 62 per cent in 1988 to 50 per cent in 1991. In 
contrast, the estimated rural population share based on FPA was virtually the 
same—64 per cent—during the same period. 

The share of urban areas in total poverty ranges from 20 to 44 per cent, 
depending on the year and poverty measure employed (Table 3). The drop in the 
share from 1961 to 1971 partly reflects changes in the definition of urban areas, 
while the increase in the share from 1985 to 1991 is mainly a result of the 
reclassification of rural into urban areas. 


10. See Balisacan, op. cit. 
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Table 3: Contribution of Sector to Total Poverty 


(per cent) 
Distributionally 

Year Head Count Poverty Gap Sensitive Measure 
Urban 

1961 30.24 29.36 29.63 

1965 26.23 23.86 22.69 

1971 23.64 20.53 19.01 

1985 32.32 31.52 30.79 

1988 29.53 27.64 26.46 

1991 40.81 41.88 43.45 
Rural 

1961 69.76 70.64 70.37 

1965 73.77 76.14 77.31 

1971 76.36 79.47 80.99 

1985 67.68 68.48 69.21 

1988 70.47 72.36 73.54 

1991 59.19 58.12 56.55 


Characteristics of Urban Poverty 


Metro Manila accounts for 28 per cent of the total urban population but only 
about 15 per cent of the urban poor and 10 per cent of the total poverty deficits 
of the urban population (Table 4). The region’s poverty head count is the lowest 
in the country, and its average income deficit for the poor is also the lowest 
among the regions, even after accounting for cost-of-living differences. Thus, the 
popularly held view that urban poverty is a "Metro Manila phenomenon" is not 
quite correct." This is significant considering that basic social services and 
poverty reduction programs have tended to be concentrated in Metro Manila. 
The highest incidence of urban poverty is found in Bicol and in Northern and 
Central Mindanao. Bicol accounts for about 10 per cent of the total poverty 
deficits of the population, while Northern and Central Mindanao account for 14 
per cent together. Other major contributors to urban poverty are Central Luzon, 
Southern Tagalog, and Central Visayas. 


11. Estimates of urban poverty in Metro Manila and other urban centers may be underestimated owing 
to the omission in FIES of families without official and permanent residences. Poor families in slums and 
squatter colonies are known to move a lot and are thus not likely to be well represented in the survey. 
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On the average, poverty is more intense for urban households deriving 
incomes mainly from agriculture, construction, and transport. The contribution 
of construction to total urban poverty is 8-10 per cent, while that of transport 
is 9-11 per cent (Table 5). Noteworthy is agriculture’s share, which is higher 
than that of any of the other sectors. Agriculture, which accounts for about 15 
per cent of the urban population, makes up about one third of total urban 
poverty (based on the poverty gap and distribution-sensitive indices). Moreover, 
based on all the poverty indices, poverty in agriculture is higher than in any of 
the other urban sectors. This suggests that just as rural poverty is "agriculture- 
driven", urban poverty is significantly "agriculture-induced". Note also the 
relatively low poverty incidence in the trade and services sectors. These sectors, 
which make up about one third of the urban population, account for only about 
one fourth of total urban poverty. Yet, in policy discussions, these sectors have 
been commonly associated with urban poverty. 

In urban areas, households headed by males are, on average, poorer than 
households headed by females. This is surprising, given the common wisdom 
associating poverty with households headed by females. Male-headed house- 
holds account for more than 80 per cent of urban poverty. Workers employed by 
private firms account for 42—48 per cent of urban poverty, while self-employed 
workers make up another 38—43 per cent. In contrast, in rural areas, self- 
employed workers account for about two thirds of rural poverty. Interestingly, 
too, poverty among government workers accounts for barely 5 per cent of total 
urban poverty. 

Poverty is ubiquitous among families whose heads have had little or no 
schooling. This is not surprising since, for the poor, the returns to their only 
major asset—their labor—are very much dependent on the productivity that 
they can generate. The quality of this asset is, by and large, shaped by the 
length and quality of schooling. Although there are still unsettled measurement 
issues, the available evidence points to a strong link between educational 
attainment and poverty.’? In urban areas of the Philippines, households whose 
headshave completed or attended only primary education comprise about 50—60 
per cent of the urban poor. This share rises to 70—80 per cent if those with 
unfinished secondary education are included. 

Poor households are larger and generally younger than nonpoor households, 
as measured by income (or consumption) per person. Household size tends to be 


12. See Jere R. Behrman, The Action of Human Resources and Poverty on One Another: What We Have 
Yet to Learn, LSMS Working Paper No. 74 (Washington, D.C.: World Bank, 1990); and Emmanuel 
Jimenez, "Human and Physical Infrastructcre: Public Investment and Pricing Policies in Developing 
Countries" (Paper presented at the First Asian Development Bank Conference on Development 
Economics, Manila, 1992). 
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inversely related to per capita income.” In urban areas, the incidence of 
poverty is highest among families with sizes exceeding 10 members. This group, 
however, contributes only at most 10 per cent to observed urban poverty. 
Households with 4 to 9 members contribute the single largest share (about 80 
per cent) to urban poverty. Of the urban poor households, deprivation tends to 
be greatest among those with high child-adult ratios; their members are less 
likely to live as long as the nonpoor. In many places, infant and child mortality 
increases quite steeply with poverty. This is not surprising, since poverty 
tends to be more pronounced for households with low maternal education, little 
or no access to safe water and health facilities, inadequate housing, insecure 
tenancy, and highly uncertain work. 

Parents in poor households are usually migrants from the most depressed 
regions of the country. Migration accentuates the unemployment problem in 
urban areas, partly because employment opportunities in the high-paying formal 
sector of the urban economy are very limited owing to a variety of policy-related 
problems (see the section on industrialization policies, production incentives, 
and technology choice). The growth of the informal sector in urban areas can 
thus be seen as a response to the dwindling employment prospects of the poor 
in formal sectors of the economy. 

_ Slums and squatter settlements have proliferated in recent years. The more 
than 10 million dwellers in slums and squatter colonies in major cities 
nationwide comprise some 17 per cent of the national population and nearly 40 
per cent of the entire urban population.” Children constitute a large proportion 
of the slum dwellers and are very vulnerable to unsafe sanitation, poor shelter, 


13. This relationship has also been observed in many other countries. See Simon Kuznets, Growth, 
Population, and Income Distribution: Selected Essays (New York: Norton, 1979); Michael Lipton, Labor 
and Poverty, Staff Working Paper No. 616 (Washington, D.C.: World Bank, 1983); and Michael Lipton 
and Martin Ravallion, “Poverty and Policy" (Paper presented at the First Asian Development Bank 
Conference on Development Economics, Manila, 1992). 

14. Arsenio M. Balisacan, "Aggregate Poverty Measures, Poverty Targeting and the Determinants of 
Household Welfare: The Philippines, 1985 and 1988" (Paper presented at the Consultative Workshop on 
the FIES, Poverty, and Income Distribution, Manila, 1991). 

15. Lipton, op. cit., pp. 15-18. 

16. See, for example, E.M. Pernia, "An Empirical Model of Individual and Household Migration Decision: 
Philippines, 1965-78", Philippine Economic Journal, vol. 17 (1978), pp. 259-284; C. Luna, E.M. Pernis, 
and V.P. Hermoso, "Some Aspects of Urbanization and Agricultural Productivity", in The Spatial and 
Urban Dimensions of Development in the Philippines, ed. E.M. Pernia, C.W. Paderanga, V.P. Hermoso 
and Associates (Manila: Philippine Institute for Development Studies, 1983); and Alejandro N. Herrin, 
“Migration and Agricultural Development in the Philippines”, in Urbanization and Migration in ASEAN 
Development, ed. P.M. Hauser, D.B. Suits, and N. Ogawa (Tokyo: National Institute for Research 
Advancement). 

17. Wilfredo G. Nuqui, "Philippines", in The Urban Poor and Basic Infrastructure Services in Asia and 
the Pacific (Manila: Asian Development Bank, 1991), p. 517. 
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and limited access to health and educational opportunities. The more visible of 
them can be seen trying to eke out a living through a variety of odd jobs such as 
scavenging at dump sites, vending cigarettes or newspapers, begging, washing 
or watching cars, or shining shoes. A number of these children become victims 
of sexual exploitation, and their stories are a common fare in popular dailies. 
The characteristics of the poor noted above are, at best, only indicative of 
poverty. Since some of these characteristics are partly or wholly subject to choice 
by the households, one should not interpret them as causal determinants of 


poverty. 


Employment and Earning Differences 


Aggregate Employment 


Employment generation in the Philippines is poor in relation to the 
standards of the newly industrializing economies in East Asia and many 
developing countries in Asia. In fact, it is the lack of employment opportunities 
in productive sectors that is at the core of the poverty problem in the Philip- 
pines. To a large extent, public policies have created distortions that are not only 
inimical to sustainable growth but adverse to the employment content of growth 
as well. 

The changes in the sectoral composition of aggregate output that have 
taken place over the last four decades are in accord with well-known stylized 
patterns of development: an increase in the share of industrial output and a fall 
in the share of agriculture as per capita income rises.? Industry's share rose 
from only one fourth of GDP in the mid-1950s to one third in the early 1990s. 
This change took place mostly from the mid-1950s to the mid-1970s, when 
industry, particularly the manufacturing subsector, grew relatively rapidly in 
response to economic incentives spawned by an import-substituting development 
policy. In the following period from the mid-1970s to the early 1990s, industry 
grew sluggishly and even contracted in the first half of the 1980s when the 
economy succumbed to its structural weaknesses, leading to its sharpest 
contraction since World War II. 

The failure of industrys employment share to grow despite the rapid 
expansion of its share in GDP meant that industry was highly capital-intensive 
and that services (mainly in the informal sector) and agriculture were the major 


18. H. Chenery and M. Syrquin, Patterns of Development 1950-1970 (New York: Oxford University 
Press, 1975). 
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sources of employment generation for the rapidly expanding labor force. 
Unfortunately, in these sectors, labor productivity was relatively low and tended 
to fall, especially in the 1980s. Services accounted for about 40 per cent of output 
and also about 40 per cent of total employment. Although the shares of 
agriculture in output and employment were comparable to those of other 
countries of similar income levels, the same could not be said for services. In 
these countries, the average share of services in national output was about 45 
per cent, while its share in total employment was about 25 per cent, thereby 
implying a much higher relative labor productivity.” 

The relatively rapid expansion of the labor force exacerbated the poor 
performance of the economy in generating productive employment opportunities. 
By international standards, the growth of the labor force was high, averaging 3.2 
per cent a year in 1967—1976 and 3.7 per cent in 1977—1990. The unusually high 
growth rate of the working-age population in 1967—1976 (averaging 3.7 per cent 
a year) contributed to the high growth of the labor force during this period. 
Labor force participation rates also rose, particularly among female members, 
from 52 per cent in 1967-1976 to 62 per cent in 1977-1990.” The growth of the 
working-age population slowed down to 2.8 per cent a year during 1977-1990, 
but labor force participation remained high throughout the 1980s. 

Interestingly, while employment growth was persistently lower than output 
growth in the 1970s (the implicit employment elasticity with respect to output 
for this period being close to 0.65), such was not the case in the early part of the 
1980s. Employment expanded at an extraordinarily high rate of 3.5 per cent per 
year in 1981-1985 even though GDP contracted by an annual average of 1.9 per 
cent. However, the number of underemployed workers was high, averaging 27.2 
per cent of the total labor force during the period (in contrast to the average of 
20.7 per cent in 1976-1980). Moreover, the expansion took place in low 
productivity areas, mainly the informal services sector. 

The economic recovery in 1986-1989, which boosted GDP growth to an 
annual average of 5.5 per cent, brought with it an expansion of employment, 
although at a rate hardly sufficient to absorb the new entrants to the labor force. 


19. Based on figures from World Bank, World Development Report (Oxford: Oxford University Press, 
1990); and International Labour Organisation, International Labour Statistics (Geneva, 1990). 

20. The increase in the female labor force participation rate can be explained partly by the decline in 
real wages in the 1970s and 1980s. As wages fell, females, especially housewives and the elderly, entered 
the labor market in order to maintain family incomes. Oshima et al. noted that this can be supported 
by the fact that the average number of earners per family rose from 1.83 to 2.0 in the 1970s. This, in 
turn, might have accentuated the fall in real wages as the rise in the female participation increased labor 
supply. Work opportunities that opened up to them during the 1970s were another factor that facilitated 
the female participation in the labor market. See Harry T. Oshima, Elizabeth de Borja, and Wilhelmina 
T. Paz, "Rising National Income Per Worker and Falling Real Wages in the Philippines in the 1970s", 
Philippine Review of Economics and Business, vol. 23 (1986), pp. 151—190. 
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Thus, the open unemployment rate continued to increase from about 4.6 per cent 
in the 1970s and 6.2 per cent in 1983-1985 to 8.6 per cent in 1986-1989. By the 
end of the 1980s, the economy had succumbed to devastating domestic events 
and to an unfavorable environment for trade and finance—coup attempts, 
earthquakes, volcanic eruptions, prolonged droughts, floods, the Gulf crisis, 
recession in the country's trading partners, and massive net resource outflows 
arising from foreign debt servicing. GDP did not grow at all in 1991, and the 
number of the underemployed swelled from 4.87 million in 1987 to about 5.08 
million in 1991. 


Characteristics of Urban Labor Markets 


The share of the urban sector in total employment increased considerably 
from only 30 per cent in the early 1970s to 36 per cent in the late 1980s and 47 
per cent in 1991. The increase was due partly to rural-urban migration and 
partly to the reclassification of physical areas from miral to urban as the 
population and/or economic activity expanded over time.” 

As in most developing countries, the most striking difference between the 
urban and the rural labor markets in the Philippines is the extent of urban 
unemployment. Visible and measurable unemployment in urban areas is about 
twice that in rural areas. Urban unemployment hovered around 8 per cent in the 
1970s, then rose to 12 per cent during most of the 1980s. The rate is particularly 
high among the young members (aged between 14 and 25) of the labor force, 
especially among high school and college graduates. In the late 19808, about 23 
per cent of workers with at least a secondary education were unemployed; the 
corresponding figure for workers with little education (at most elementary 
education) was only 7 per cent. This suggests that open unemployment is an 
unsatisfactory indicator of poverty, since only those with alternative income 
sources can afford to remain without work. 

Underemployment is a good indicator of labor's economic condition. The 
underemployment rate rose from about 18 per cent in the late 1970s to 29 per 
cent in the mid-1980s and then fel! to 23 per cent in the late 1980s. In 1991, one 
in every five employed laborers desired longer working hours and was classified 
as underemployed. The rates are higher for rural areas than for urban areas, but 


21. The reclassification of physical areas takes place only after each decadal census of the population, 
not every time a labor force survey is conducted. For example, the rural-urban classification of physical 
areas used in the labor force survey from 1981 to 1990 was based on the 1980 Census of Population. The 
Labor Force Survey in 1991, on the other hand, used the urban-rural classification based on the 1990 
Census of Population. 
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the trends are essentially the same. This disturbing situation reflects increas- 
ingly limited opportunities for productive employment. 

In the Philippines, the informal sector accounts for 82 per cent of non- 
agricultural employment.” While this share virtually stagnated from 1983 to 
1988, the sector’s share in non-agricultural income rose from 46 per cent in 1972 
to 55 per cent in 1983 and 1988. However, despite the rise in income share, real 
value added in the informal sector was slightly lower in 1988 than in 1983. The 
number of employed workers in this sector, on the other hand, rose by 14 per 
cent. Consequently, average labor productivity dropped by 14 per cent during 
the period. 

Labor productivity in the formal manufacturing sector also tended to fall 
from 1983 to 1988. Interestingly, the extent of the fall was inversely related to 
firm size. Earnings per worker also tended to increase with firm size, partly 
reflecting the greater work skills required in large firms. 

The available data do not provide a breakdown of the informal sector into 
its urban and rural components. One clue to the size and changing composition 
of the urban informal sector is the type of employment. Employment in the 
urban informal sector is typically dominated by own-account and unpaid family 
workers.” A rise in the share of these job categories in total employment could 
be seen as a deterioration in employment quality, since these are viewed as 
employment of last resort.” In urban areas, the share of own-account workers 
in total employment increased from 24 per cent in the mid-1970s to 30 per cent 
at the end of the 1980s. The growth of own-account workers was particularly 
rapid (8 per cent per year) in the 1980s, when overall GDP growth was way 
below population growth. About two thirds of them were in the low-paying 
services sector. Unpaid family workers also increased sharply in the first half 
of the 1980s, when the worst economic contraction in post-war years set in. 


22. The magnitude of the informal sector is derived by deducting estimates of employment in 1 
enterprise from estimates of the employed labor force. In the Philippines, medium to large enterprises 
are defined as those employing ten or more workers. . 
28. Own-account workers include those who operate their own business and do not employ paid workers 
in the conduct of their economic activities, as well as those who employ one or more paid employees in 
the operation of their business or trade. Self-employed workers are included in this category. In urban 
areas, small retail operators constitute the most common type of self-employed persons; in rural areas, 
the self-employed also include most farmers. Unpaid family workers, on the other hand, are members 
of the family who assist another member in the operation of the family business enterprise and who do 
not receive any salary or wage for their work. ' 

24. See Peter Gregory, "An Assessment of Changes in Employment Conditions in Less Developed 
Countries", Economic Development and Cultural Change, vol. 28 (1980), pp. 673-700; and G.T. Harris 
and Z.B.A. Rashid, "The Employment Performance of Developing Countries during the 1970s" Ge 
Economies, vol. 24 (1986), pp. 272—287. 
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Earnings Differences 


In this section, household behavioral equations are estimated in an effort 
to explain the various factors accounting for the variation in household earnings. 
Workers are assumed to choose from among competing occupational alternatives 
at least in part on the basis of anticipated incremental returns. The fact that a 
person chooses a given alternative suggests that he or she has a more tangible 
basis for perceiving a more favorable return than those who choose otherwise. 
This implies that workers tend to be nonrandomly distributed within the 
population as a whole. Thus, observations on wages or earnings in a particular 
occupation may not convey much information about what other workers earn in 
that occupation. Put differently, estimates of the impact of certain worker 
attributes on wages or earnings based on sector-specific samples may be 
biased.” In this paper, a switching regression technique is employed to control 
the selectivity bias inherent in the choice between self-employment and 
wage/salary employment. The technique involves incorporating appropriate 
"selectivity variables" into the earnings functions.” 

The earnings functions have the standard Mincerian form,” regressing 
the logarithm of earnings on education, experience, and other exogenous 
variables. Education is measured by the years of schooling of the household 
head. Experience is proxied by the household head’s age, and this variable is 
entered in the regression in quadratic form. Regional indices for access to 
electricity and markets are included to capture the location effects of physical 
infrastructure on productivity and earnings. The variation in earnings among 
the self-employed is expected to be influenced by their endowment of household 
assets, both physical and financial. Presumably, the presence of these assets 
facilitates access to working capital, especially in the formal financial sector. 
Rental incomes are assumed to represent (pre-determined) ownership of these 
assets adequately. 

The data source is mainly the urban panel of the 1988 FIES of the National 
Statistics Office. Supplementary data on road density and electricity are 
obtained from other government offices. Self-employed workers are defined as 


25. This "selectivity bias" problem is likewise recognized in studies on returns to schooling, migration 
and labor force participation. For a general survey of the conceptual and measurement issues on 
household decisions, see John Strauss and Duncan Thomas, "Human Resources: Household Decisions and 
Markets" (Paper presented at the First Asian Development Bank Conference on Development Economics, 
Manila, 1992). 

26. The procedure is discussed in G.S. Maddala, Limited-Dependent and Qualitative Variables in 
Econometrics (Cambridge: Cambridge University Preas, 1983). 

27. Jacob Mincer, Schooling, Experience, cnd Earnings (New York: National Bureau of Economic 
Research, 1974). 
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those who are employed in their own business without any employee or who are 
employers in their own family-operated business. Wage and salary workers 
include all those who work for private employers or for the government 
(including government corporations). Respondents who do not report their mode 
of employment are excluded from the sample. The total sample consists of 4,365 
wage and salary workers and 2,567 self-employed workers. Table 6 gives the 
definitions and means of the variables, and Table 7, the parameter estimates. 


Table 6: Variables, Definitions and Means 


Mean 
Self-Employed Wage and Salary 

Variable Definition Workers Workers 
EDUCATION 1 1 if attended or completed 

high school, 0 otherwise 0.073 0.046 
EDUCATION 2 ` Lif attended college, 

0 otherwise 0.065 0.042 
EDUCATION 3 1 if completed college, 

0 otherwise 0.824 0.895 
AGE age of the household head 50.151 44.964 
AGESQ AGE squared 2,746.1 2227.0 
SEX 1 if household head is male, 

0 if female 0.755 0.830 
ELECT proportion of municipalities with 

electricity in region of residence 0.962 0.971 
ROAD road density in region of residence, 

in natural logarithm 3.169 3.316 
FMSIZE family size 5.247 5.309 
ASSETS household assets 9.125 8.907 
EARNINGS earnings from employment, 

in natural logarithm 9.864 10.328 
Number of observations 2,567 4,365 
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Table 7: Regression Estimates of Earning Functions:” 





Urban Households 
Variable Self-Employed Workers Wage and Salary Workers 
EDUCATION 1 0.213 0.746 
(1.40) (1.38) 
EDUCATION 2 0.369 1.027 
(2.00) (1.81) 
EDUCATION 3 0.629 2.148 
(2.25) (3.51) 
AGE 0.059 0.108 
(5.49) (3.65) 
AGESQ —0.0007 —0.0016 
(4.67) (-3.78) 
SEX 0.500 1.063 
(2.82) (3.85) 
ASSETS 0.109 
(3.35) 
ELECTRICITY : 0.578 4.172 
(0.82) (2.94) 
ROAD 0.379 0.869 
(1.90) (4.21) 
SELECTIVTTY 0.443 4.260 
(0.50) (8.46) 
CONSTANT 5.572 -8.527 
(10.61) (—1.16) 
R? 0.126 0.173 
F — value 36.82 101.04 


a Corrected for selectivity bias. 
Note: The t-values are in parentheses. 


Rates of return to secondary education are generally low, at least for urban 
households. For both modes of employment, earnings of workers who attended 
or completed high school were not statistically different from those with only 
primary education (whether completed or not), all other things remaining the 
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“same.” Even wage and salary workers who attended (but not completed) 

tertiary education had earnings not statistically different from those who did not 
reach college. This is not the case, however, for self-employed workers; those who 
attended college had higher earnings than those who did not. On the average, 
the earnings of self-employed workers who completed college were 43 per cent 
higher than those who only attended (but not completed) college and 88 per cent 
higher than those who had only primary education. The rates of return to 
tertiary education are higher for wage and salary workers than those for self- 
employed workers. This is consistent with the screening model of education.” 
In this model, if screening is present, rates of return to screened workers (wage 
and salary workers) are higher than for unscreened workers (self-employed). 
Note, however, that the intercepts are substantially higher for the self- 
employed.” 

Earnings-experience profiles are flatter for the self-employed workers than 
for the wage and salary workers. This finding is consistent with Lazear and 
Moore's conjecture and Fujii and Hawley's results.” Lazear and Moore argue 
that principal-agent problems are less serious for self-employed than for wage 
and salary workers. Thus, to reduce any tendencies to shirk, employers tend to 
offer steeper experience profiles to wage and salary workers by underpaying 
them for the first few years and then overpaying them later. 

Earnings tend to be higher for urban male workers than for urban female 
workers, regardless of the mode of employment. This seems inconsistent with 
the observation made earlier that households headed by males are, on the 
average, poorer than those headed by female. That observation does not control 
sex differences in terms of educational attainment and other household 
characteristics, including household size. What is disturbing, however, is the 
magnitude of the earning differences. Among self-employed workers, earnings 
are 65 per cent higher for male workers. The difference is 189 per cent for wage 
and salary workers. 


28. Household heads who had only attended or completed primary education are the control variable. 
29. See John G. Riley, "Testing the Educational Screening Hypothesis", Journal of Political Economy, 
vol. 87 (1979), pp. 5227-8252. 

30. These results do not discount the possibility that skill (productivity) differences rather than 
differences in schooling input determine earning differentials. See Maurice Boissiere, J.B. Knight, and 
R.H. Sabot, "Earnings, Schooling, Ability, and Cognitive Skills", American Economic Review, vol. 76 
(1985), pp. 1016-1043. The data used in the present paper do not permit the inclusion of measures of 
basic cognitive skills—reading, writing, and simple arithmetic—as well as school quality. The human 
capital theory predicts that it is these variables, rather than years of schooling per se, that will 
determine earning differentials. 

31. Edward P. Lazear and Robert L. Moore, "Incentives, Productivity, and Labor Contracts", Quarterly 
Journal of Economics, vol. 99 (1984), pp. 275—296; and Edwin T. Fujii and Clifford B. Hawley, "Empirical 
Aspects of Self-Employment’, Economics Letters, vol. 36 (1991), pp. 323—329. 
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As expected, assets positively influence the earnings of self-employed 
workers. A 10 per cent increase in assets raises the earnings of self-employed 
workers by about 11 per cent. The infrastructure variables, namely, roads and 
electricity, are significant and positive in the wage and salary regression, but 
insignificant in the self-employment regression. The latter result is surprising, 
considering that earnings from self-employment in urban areas are presumably 
more electricity-dependent than wages and salaries. Note, however, that the 
1988 FIES data used in the analysis encompassed a high interest rate regime. 
The high cost of credit could have affected more severely self-employed workers 
with high capital utilization. Since the capital intensity of production is 
plausibly related to the level of infrastructure development, the high interest 
rate regime could have diminished considerably the influence of infrastructure 
variables in explaining the variation of earnings among the self-employed. 

Also of interest are the estimated coefficients of the selectivity variables. In 
the self-employment equation, the coefficient is insignificant, while in the wage 
and salary equation, it is positive and significant. This result lends support to 
the hypothesis of self-selection, at least as it pertains to wage and salary 
workers among the population. It may be interpreted to support the notion that 
wage and salary workers in the population choose their mode of employment 
because they fail to perceive more favorable earnings elsewhere. 

In summary, the analysis suggests that educational attainment, job 
experience, physical assets, and access to physical infrastructure considerably 
influence worker earnings. Hence, a considerable improvement in the access of 
the poor to human capital development, as well as physical infrastructure, 
represents a key avenue for poverty reduction. Yet, as discussed below, 
government policies and programs have provided limited opportunities for the 
expansion of the poor’s access to basic services. 


Access to Basic Needs and Services 


Improvements in the education and health of the population have positive 
effects on productivity, entrepreneurial skill, and technological innovation that 
are crucial to building a dynamic economy.” For the poor, these improvements 
represent the main avenue for increases in returns to their only major asset— 
labor—as well as for the accumulation of income-generating physical assets. The 
stimulus that these improvements provide to their human capital becomes even 


32. Theodore W. Schultz, Investing in People: The Economics of Population Quality (Berkeley, California: 
University of California Press, 1981). 
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stronger if complementary investments in physical infrastructure (transport, 
electricity, water, and waste disposal facilities) are adequate and accessible to 
them. : 


Health and Nutrition 


Several studies have demonstrated the important link between health and 
nutrition, on the one hand, and productivity and income, on the other. In 
general, these studies suggest that, at least for poor individuals in developing 
countries, improvements in health and nutrition have a positive effect on labor 
productivity and income.” While much of the evidence has been based on rural 
households, available studies on urban household behavior in some developing 
countries confirm the generally positive relationship between health and 
wage.™ Thus, when properly targeted, health and nutrition programs alleviate 
both the causes and consequences of poverty. 

Aggregate health indicators for the Philippines show considerable progress 
in the health status of the population. Infant mortality, which is a sensitive 
indicator ofthe general health condition ofthe population, dropped from 84.8 per 
1,000 live births in 1970 to 63.2 in 1980 and 51.5 in 1989. Life expectancy at 
birth also increased from 61 years in 1978 to 64 years in 1988. Indicators of 
malnutrition among preschool children also indicate similar progress, except 
during the mid-1980s, a period characterized by a sharp economic downturn, 
when these indicators indicated a worsening nutritional status of children. The 
overall prevalence of acute malnutrition among preschool children (0—6 years 
old) based on the weight-for-height standard fell from 13.8 per 100 children in 
1978 to 9.5 in 1982, then increased markedly to 12.7 in 1987, but subsequently 
fell to 9.0 in 1989/90. The incidence of underweight preschool children also 
dropped from 21.9 per 100 children in 1978 to 14.0 in 1989/90. 

The aggregate picture, however, masks substantial differences in the health 
status of the population by region and socioeconomic group. Infant mortality in 
1989/90 ranged from 35.4 per 1,000 live births in Metro Manila to 101.1 per 
1,000 live births in Central Mindanao. Life expectancy at birth was lowest in the 
Mindanao regions (55—59 years) and highest in Central Visayas, Metro Manila, 
and Central Luzon (67—68 years). While regions with high per capita income 


33. For a review of evidence on this, see Paul J. Gertler and Omar Rahman, “Social Infrastructure and 
Urban Poverty in Asia" (Paper prepared for the Asian Development Bank Conference on Critical Issues 
and Policy Measures to Address Urban Poverty, Manila, 1993). 

34. See Behrman, op. cit., and Strauss and Thomas, op. cit., for comprehensive reviews of the analytical 
issues on the relationship between human capital development and wage. 
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tended to have a low prevalence of child malnutrition, the correlation was rather 
weak. Metro Manila, for example, had the highest per capita income but was 
second to Bicol (the poorest region) in terms of the prevalence of malnutrition 
among preschool children, implying their disadvantaged position despite—or 
perhaps because of—living in large cities. 

Contrary to common belief, the prevalence of undernourishment among pre- 
school children tends to be virtually the same for both urban and rural areas.*° 
In 1987, undernourishment affected about 12 of 100 preschool children in both 
urban and rural areas. Wasting was, however, more common in rural areas than 
in urban areas. Among children aged 7—14, the prevalence of stunting was about 
equal (about 14 per 100 children) in both urban and rural areas.* The 
incidence of those who are underweight for this group of children was only 
slightly higher for rural areas (about 12 per 100 children) than for urban areas 
(about 11 per 100 children). 

Malnutrition is common in large households with poorly educated mothers 
and low incomes, and whose members are engaged in subsistence farming 
(either as owner-cultivators, share tenants, or hired workers) and in fishery. It 
is infants and preschool children, pregnant and lactating women, and school 
children who are nutritionally at risk in low-income households." In urban 
areas, especially in Metro Manila, malnutrition is concentrated in squatter 
colonies, where household incomes are low and access to basic health services 
and sanitary facilities is poor. Aggregate fiscal support to health in recent years 
has been heartening. Real per capita health expenditures grew by an annual 
average of 15.9 per cent in the second half of the 1980s, thereby more than 
compensating for the contraction (averaging 3.8 per cent a year) in the first half 
of the decade.” The high growth in 1986-1990 raised the share of health in 
total government expenditures from 3.5 per cent in the early 1980s to 4.2 per 
cent at the end of the 1980s. Finally, the share of health expenditures in GDP 
rose from about 0.6 to 0.8 per cent during the same period. 


35. See Rodolfo F. Florentino and Josefina A. Magbitang, “Presenting the Problem: The Nutritional 
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1991), pp. 14-16. 
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1989-90: A Rapid Assessment” (Manila: Food and Nutrition Research Institute 1990, Mimeographed); 
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However, access to health services by a large majority of the population 
could have dropped in recent years, as evidenced by the increase in the average 
number of persons per hospital bed and per medical practitioner. The drop may 
even be worse among the poor, considering the bias of the health delivery system 
in favor of the richer members of the society. The system has increasingly 
emphasized hospital-based curative care, which is largely inaccessible to low- 
income households because of prohibitive costs. Given the prevailing disease 
pattern, especially among the majority of the population, what is required is 
greater emphasis on promotive and preventive health care services, including 
family planning, nutrition, breast-feeding, environmental sanitation, immuniza- 
tion, and health education. These services generate externalities to the 
community, and willingness to pay for them among households is low. In most 
household studies,” access to safe water and sanitation consistently emerged 
as major determinants of children's health status, especially in impoverished 
areas and among the disadvantaged groups of the population. 

The changing mix of health expenditures is a cause for concern. The share 
of preventive care services in total public health expenditures fell sharply from 
35 per cent in 1981 to 14 per cent in 1990.*' In contrast, the share of curative 
care rose from 56 to 65 per cent during the same period. Administrative costs 
also swelled from only 10 per cent in 1981 to 19 per cent in 1990, perhaps 
reflecting growing inefficiencies in the health care delivery system. 


Education 


As early as the 1960s, the Philippines enjoyed a reputation for having a 
relatively highly educated population." Based on such indicators as the 
proportion of the relevant age-groups enrolled in secondary and higher 
education and the proportion of the active population aged 10-65 with (i) at least 
five years of primary education, (ii) some college education, and (iii) completed 
education, the Philippines ranked above most countries in Asia during the 
1960s. At the end of the 1980s, participation rates at the elementary level 
hovered around 98 per cent, suggesting that universal education had virtually 
been achieved in the Philippines. 
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on the Health Status of the Urban Poor" (Quezon City: U.P. School of Economics, 1991, Mimeographed). 
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The funding, however, did not match the relatively large enrollments over 
the last three decades. In the early 1970s, the proportion of the gross national 
product devoted to education was lower in the Philippines than in the Republic 
of Korea, Malaysia, and Thailand, and also lower than the average for all Asian 
countries. This disparity persisted in the 1980s, deepening somewhat in the mid- 
1980s. Accordingly, the quality of education inputs was quite low. Many 
teachers at all levels did not have the minimum qualifications for teaching. In 
the late 1980s, less than one half of high school teachers of mathematics and 
science did not have the qualification to teach these subjects.” In vocational 
education, only 3 per cent of teachers had the required industrial training or 
experience. In tertiary education, only about one third had credentials beyond 
the baccalaureate, while about one tenth of the faculty at the graduate level in 
the social sciences did not even have M.A. units. Physical inputs to education 
had likewise deteriorated. About one half ofthe country’s elementary schools did 
not have water facilities, and about two thirds had no electricity. Overcrowd- 
ed classrooms were common. Public schools in densely populated urban 
communities had class sizes of up to 70 pupils. 

There are pronounced differences in access to education between rural and 
urban areas and between poor and rich families. Although there is an almost 
100 per cent enrollment rate for children aged 7—10 years old, it starts to drop 
after that age range, especially for the rural poor. The drop in enrollment is 
sharper for the lowest (poorest) three deciles, regardless of location. At ages 
13-14, enrollment rates for these deciles are down to 65 per cent in rural areas 
and 75 per cent in urban areas, while the rates for the upper three deciles still 
remain high at 85 per cent in rural areas and 98 per cent in urban areas. The 
drop becomes more acute at ages 15-16, particularly among the rural poor, 
whose enrollment represents less than one half of the population for the age 
group. In addition to the low completion rates for the poor, the quality of 
schooling in primary and secondary public schools leaves much to be desired.” 
High-quality primary education is limited to less than 10 per cent of total 
elementary education, mostly in private schools in Metro Manila. The principal 
contributory factor to this is the low priority attached by the government to 
education, as reflected in the low and declining levels of government resources 


42. Based on figures in Gertler and Rahman, op. cit., and Russell J. Cheetham and Edward Kenneth 
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allocated to basic education in the 1970s and first half of the 1980s. With respect 
to secondary education, schooling quality varies widely, partly arising from the 
way public secondary schools are financed. 

Up until 1988, these schools were supported mainly by student tuition and 
local government funds. Their financial capabilities, however, varied widely 
from area to area, thereby contributing to differences in schooling quality by 
school type, i.e., national, provincial, municipal, and barangay. The Free High 
School Law passed by Congress in 1988 provides for free education in all public 
high schools. The law requires the national government to contribute to local 
government finance, standardizes teachers’ salaries, and subsidizes the tuition 
in private schools of students who cannot be accommodated in public schools. 

Finally, for tertiary education—where the share of public schools in total 
enrollment (about 12 per cent in 1985/86) is much lower than that in primary 
and secondary education—schooling quality is likewise highly uneven in both 
public and private schools. The low-tuition, high-quality public schools (e.g., the 
University of the Philippines) are not generally accessible to low-income 
students owing to their stringent admission requirements. Moreover, low-income 
students usually do not perform as well as the high-income students because of 
their poorer preparation in low-quality primary and secondary institutions. 
Even in private schools, the degree of schooling quality varies. In general, 
private tertiary institutions that levy high tuition fees have high schooling 
quality. However, the poor’s access to these institutions is practically nil. 

As discussed earlier, the incidence of unemployment and underemployment 
was shown to rise with the level of educational attainment. At the same time, 
private returns to higher education were shown to be relatively high, especially 
for wage and salary workers. These results appear inconsistent with the labor 
market segmentation view, which has partly been an outcome of economywide 
and industrial policies favoring the use of capital at the expense of labor, as well 
as of institutional responses to labor policies (such as minimum wage laws). In 
this environment, a college diploma is a passport to high-paying jobs in the 
formal urban sector (or the foreign labor market). For the poor individual who 
drops out of school early, this passport is unobtainable. At the same time, 
studies in the Philippines and elsewhere show higher social rates of return to 
primary education than to secondary and tertiary education. This suggests a 
"market failure” argument for public investments in primary education. 
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‘Housing and the Environment 


Housing conditions, waste disposal facilities, water and transport, and 
other basic services have substantially deteriorated in most urban areas of the 
Philippines. At the same time, the huge debt service and the similarly enormous 
demand for rural infrastructure have severely reduced the available resources 
for urban development. Moreover, there has been a dearth of institutional 
reforms aimed at substantially improving the tax collection efficiency, especially 
in respect to business income and real property taxes, to raise revenues for 
urban (and rural) development. 

Government assistance for housing construction and development has 
increased considerably since it began in the mid-1970s. Government production 
of shelter is, however, still only 16 per cent of demand. Moreover, over one half 
of the investment in housing units has gone to middle and upper-middle income 
groups, mostly using provident funds collected from low-income groups." 
Beneficiaries of BLISS housing projects in Quezon City, for example, include 
university faculty members and white-collar workers owning expensive cars. 
The housing units in these and many other projects have been too expensive for 
the poor to afford; and since the units have been provided to allottees at below- 
cost prices, their preemption by unintended groups is hardly surprising. 
Empirical evidence shows that both the rich and the poor are almost equally 
responsive to price changes in housing.* The effect of a housing subsidy on real 
income is, however, expected to be greater for the rich than for the poor, since 
the importance of housing in total expenditures increases with household 
income. 

The available evidence also indicates that the demand for housing is highly 
responsive to income for both low-income and high-income households, but 
substantially more so for the former. This suggests that the urban poor are 
willing to increase their investments in housing and housing improvements if 
their income-generating opportunities improve. Indeed, available case studies 
in Metro Manila (and elsewhere) demonstrate that even households in slum 
areas invest substantially in housing and housing improvements, provided 
tenure is secured. ^? This implies that giving employment opportunities to the 
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urban poor and providing them with security of housing (land) tenure are 
effective policy interventions. 

In Metro Manila, the security-of-tenure problem is foremost for the squatter 
population, which makes up about one third of the city’s population. Only 625 
hectares of the city’s 3,000 hectares are public property.” A substantial 
proportion of the land occupied by squatters is titled to private individuals. 
Attempts by the government, through the National Housing Authority, to 
provide "socialized housing" on public lands and to buy private property for 
resale to squatters have had limited success, partly because of the magnitude of 
the squatter problem and partly because of the poor design of housing programs. 

The government’s recent response to the housing problem is the Urban 
Development and Housing Program (UDHP) established under Republic Act Na. 
7279 in 1992. The UDHP aims to (i) provide socialized housing for the homeless 
poor in urban and resettlement areas, (ii) provide an equitable land tenure 
system, (iii) regulate and direct urban growth toward a more balanced urban- 
rural interdependence, (iv) encourage the private sector’s participation in urban 
development, and (v) improve the capability of local government units in 
undertaking urban development and housing projects. In line with this program, 
the Medium-Term Philippine Development Plan for 1993-1998 is targeting 1.3 
million new housing units representing 34 per cent of total housing needs. 
Funding constraints are, however, likely to stand in the way of public housing 
development. Thus, with UDHP's “socialized housing" program, the private 
sector is expected to play a major role in providing housing for the poor. 

The UDHP requires developers of subdivision projects to develop an area 
for socialized housing that comprises at least 20 per cent of the total subdivision 
area or total subdivision project cost, at the option of the developer, within the 
same city or municipality.” There are, however, serious doubts about the 
effectiveness of the program in improving the access of the poor to affordable 
housing. First, the law offers various avenues for compliance with the 20 per 
cent rule. The developers comply with the requirements only if the project falls 
under any of the following: (i) the development of new areas, (ii) slum upgrading 
or the renewal of areas for priority development, (iii) joint venture projects 
either with local government units or with housing agencies, or (iv) Geste 
in community mortgage programs. 

Second, various tax incentives afforded to private developers participating 
in socialized housing reduce the potential government revenue that otherwise 
could be used for the provision of basic services for the urban poor. These 
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incentives include the nonpayment of project-related income taxes, capital gains 
tax, value-added tax, and transfer taxes. 

Third, the UDHP does not address at all the thorny issue of real property 
taxation. If properly designed, the progressive real estate tax can be an efficient 
instrument for breaking large urban estates into smaller parcels and for 
mobilizing idle urban lands into productive uses. Furthermore, itis a potentially 
important source of government revenue for urban housing and basic services. 
- In the Philippines, real property tax collection is very low, averaging only about 
2 per cent of the total tax in 1986-1990. In contrast, the proportion is 16 per cent 
in Nepal, 12 per cent in People’s Republic of China, 5 per cent in India, and 27 
per cent in Singapore.” The main culprit is the systematic undervaluation of 
real property, mainly because of unwieldy case-to-case valuation practices that 
confer enormous discretion on the part of local tax assessors. Moreover, existing 
base values for purposes of tax assessment are outdated. The case study of Tan 
is indicative of the extent of undervaluation: in selected plush areas of Quezon 
City and Makati, the assessor’s valuation of real property was only from 6 to 33 
per cent of the market price.’ Clearly, there is much room for improvement in 
tax design and administration. To be sure, thé Local Government Code of 1991 
contains provisions for real property taxation. Unfortunately, the assessment 
schedule under the Code encourages large real estate holdings and investments 
in residential improvements while discouraging the productive use of urban 
lands. This is evident in provisions setting the lowest assessment rate of 20 per 
cent for residential lands while commercial and industrial lands have assess- 
ment rates of 50 per cent. This does not bide well for the urban poor. 

Finally, while rural-urban interdependence is recognized, the housing 
program still appears to be an isolated policy concern. This is evident in the 
inordinate focus on housing production and housing incentives. To be effective, 
housing approaches are best formulated as part of an overall medium-term to 
long-term housing policy program that regards the housing sector as a part of 
the national economy, and the housing supply and demand for low-income 
households as part of aggregate housing supply and demand. Viewed this way, 
many aspects of the national economy (e.g., employment) gain an important role 
in widening the access of the poor to housing. Similarly, policies affecting the 
demand and supply of housing by high-income groups have important implica- 
tions for the access of the poor to housing (e.g., real property taxation, zoning 
restrictions). 
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Industrialization Policies, Production Incentives, 
and Technology Choice 


The Philippines was among the first in Asia to embark on import- 
substituting industrialization, ahead even of Taipei, China and Republic of 
Korea. Many factors explain the success of the latter and the failure of the 
Philippines, but one that has generally been recognized as having the pivotal 
role ig the nature of their industrialization policies, including trade and 
exchange rate policies. While both Republic of Korea and Taipei, China initially 
had import-substituting industrialization policies, exports were likewise 
encouraged and, eventually, both switched to an export-oriented industrializa- 
tion strategy. The Philippines, on the other hand, persistently hung on to its 
capital-intensive, import-substituting industrialization policies in spite of the 
immense trade opportunities offered by the global economic environment in the 
1960s and, to some extent, in the 1970s. 

Aconvenient summary measure of the direct impact of trade and industrial 
policies on a particular activity is the effective rate of protection (ERP), defined 
as the percentage excess of protected value added over nonprotected value 
added. This measure takes into account the changes in the domestic prices of 
both inputs and outputs arising from tariffs and import controls. A positive ERP 
implies that the sector is accorded protection by the system of tariffs and import 
controls. A negative protection, on the other hand, indicates that the system 
penalizes (i.e., taxes) the activity or sector. Note, however, that protection is a 
relative concept. If all industries were uniformly offered high ERPs, then no 
industry or group of industries would actually be protected 

The primary and agricultural sectors had the lowest ERPs from 1965 to 
1991. In 1965 the average ERP for manufacturing was 29 per cent higher than 
the ERP for agriculture. This difference increased to 43 per cent in 1985 and 
then declined minimally to 36 per cent in 1988. However, with the adoption of 
Executive Order (EO) 470 implementing the Aquino government's import 
liberalization program, the difference was reduced to 17. per cent. Indeed, the 
tariff reform program moved the country toward a lower, sector-neutral, and 
trade-neutral effective protection policy. The problem, however, was that 
complementary adjustment in the exchange rate was not pursued. Imports rose 
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substantially, while export supply response was very sluggish. Consequently, 
deficits in the government budget and current account rose to unsustainable 
levels in 1991; this was followed by another round of monetary and fiscal 
contraction in 1992. 

The indirect effects of protectionist trade regimes on agriculture and export- 
oriented manufacturing are even larger. These effects are derived from the 
consequential overvaluation of the domestic currency or what is often referred 
to as "exchange rate overvaluation". An overvalued domestic currency acts as a 
tax on tradable goods, depressing their prices (in domestic currency terms) 
relative to nontradable goods." This distorts incentives and encourages the 
movement of resources toward nontradable or home goods production. And 
because home goods are a larger part of non-agricultural production than of 
agricultural production, the effect of exchange rate overvaluation on domestic 
relative prices also shifts resources toward non-agricultural production. 

In addition to trade restrictions, the external terms-of-trade movements and 
the country’s balance of trade also influence the real exchange rate. In the 1950s 
and 1960s, the protectionist trade policy regime and large trade deficits 
accounted for much of the overvaluation of the Philippine peso. On the other 
hand, in the 1970s and 1980s the deterioration of the external terms of trade 
and the unsustainable imbalance in the external accounts assumed more 
importance. 

There are now several studies documenting the overwhelmingly negative 
influence of exchange rate overvaluation on production incentives in the 
agriculture and export sectors. The overvaluation—averaging 38 per cent in 
the 1960s, 20 per cent in the 1970s, and 25 per cent in the 1980s—penalized 
agriculture and labor-intensive exports. 

Fiscal and other incentives given to preferred firms registered with the 
Board of Investments (BOI) accentuated the capital-cheapening effect of the 
overvalued exchange rate and encouraged large-scale enterprises to the 
detriment of small-scale and medium-scale enterprises. Production incentives 
such as accelerated depreciation, tax exemption on imported capital equipment, 
tax credit on domestic capital equipment, expansion reinvestment allowance, 
and tax credit for withholding tax on interest reduced the user cost of capital 
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anywhere from 50 to 70 per cent in the 19708” and from 30 to 80 per cent in 
the early 1980s.9 In addition, BOI-registered firms also had preferential access 
tolow-interest credit. T'his also had a capital-cheapening effect on relative factor 
prices, reducing the user cost of capital by anywhere from 9 to 35 per cent. 

The low user cost of capital relative to labor encouraged the growth of more 
capital-intensive industries than labor-intensive ones. Much of this growth 
occurred in the non-agricultural sector, largely because the system of incentives 
favored this sector vis-a-vis agriculture. On the whole, while the capital-labor 
ratio dropped substantially in the 1980s, a drift toward old habits of promoting 
capital-intensive industries became evident in the investment incentives during 
the later part of the decade H Moreover, import-substituting domestic produc- 
ers, which historically captured the bulk of investment incentives, tended to 
employ more capital-intensive techniques than export producers, thereby 
reinforcing the observation that inward-oriented industrialization is inferior to 
export-led growth insofar as employment generation is concerned. 

Because the industries favored by the trade and industrial policies relied 
heavily on imported intermediate inputs and capital equipment, and because 
public infrastructure policy was disproportionately biased in favor of urban 
centers, a strong inducement existed for firms to locate plants near the main 
port, i.e., Metro Manila.™ In the 1980s, Metro Manila, where one tenth of the 
population live, absorbed the bulk of government investments in physical 
infrastructure (roads, power, communication) and accounted for about one third 
of GDP. 


Conclusions and Further Implications 


The level of urbanization in the Philippines has accelerated in recent years; 
its current level is higher than in most other Asian countries at a similar stage 


69. Rosario S. Gregorio, "An Economic Analysis of the Effects of Philippine Fiscal Incentives for 
Industrial Promotion", in Industrial Promotion Policies in the Philippines, ed. R.M. Bautista, J.H. Power 
and Associates (Makati: Philippine Institute for Development Studies, 1979). 

60. Rosario G. Manasan, “Impact of BOI Incentives on Rate of Return, Factor Prices and Relative Factor 
Use: A Comparative Analysis of Incentives under the Omnibus Investments Code of 1981 (P.D. 1789) and 
the Investment Incentive Policy Act (B.P. 391)", Staff Paper Series 86-01 (Makati: Philippine Institute 
for Development Studies, 1986). 

61. Erlinda Medalla, "An Assessment of Trade and Industrial Policy, 1986-1988", Working Paper Series 
No. 90-07 (Makati: Philippine Institute for Development Studies, 1990). 

62. Alejandro N. Herrin and E.M. Pernia, "Factors Influencing the Choice of Location: Local and Foreign 
Firms in the Philippines", Regional Studies, vol. 21 (1987), pp. 531-541; and Gustav Ranis, Frances 
Stewart, end Edna Angeles-Reyes, Linkages in Developing Economies: A Philippine Study, “ 
No. 1 (San Francisco, California: International Center for Economic Growth, 1990). " Sei . 


M toc mo 


P. 
E e ` AN 
P, NUN 


e LS 


150 Asian Development Review 


of development. But unlike in the East Asian experience, rapid urbanization in 
the country has not been accompanied by an equally rapid growth of per capita 
income as well as by a significant shift in labor employment from low to high 
productivity areas. The urban poor have thus become an increasingly substan- 
tial proportion of the country’s total poor population, rising from only 28 per cent 
in 1961 to 41 per cent in 1991. At the current level of urbanization and urban 
deprivation, poverty in the Philippines has ceased to be merely a rural 
phenomenon. 

The maintenance of economic Gef is crucial to the reduction of poverty. 
But even with economic growth sustained at the rate experienced in 1986-1989, 
that is, at an average GDP per capita growth of 3.2 per cent, it will take many 
years for the average poor person to cross over the poverty line. How long 
depends much on whether the growth will be accompanied by changes in the size ` 
distribution of income. Assuming that income distribution remains essentially 
unchanged, as indeed it has over the last three decades,® it will take about 15 
years for the average poor person to cross over the poverty line. A faster growth 
of 5 per cent—not a far-fetched possibility, given the experience of neighboring 
Asian countries—will shorten the cross-over time to about 10 years. The implied 
(point) elasticity of the distributionally-neutral growth is about —1.8; that is, a 
10 per cent growth in GDP per capita would reduce the average poverty gap by 
18 per cent. 

Ifthe growth is accompanied by an improvement in income distribution in 
favor of the poor, the average poor person will, for a given growth rate, move up 
the poverty line in a much shorter time. The elasticity of the poverty gap index 
with respect to the Gini index is about 2.4 per cent; that is, a reduction in the 
Gini index by 1 per cent will decrease the average poverty gap by 2.4 per cent. 
Clearly, income growth accompanied by a decrease in income inequality will go 
a long way toward reducing Philippine poverty. 

This paper has traced the roots of urban poverty to (i) the industrialization 
policies that unduly encouraged the concentration of infrastructure and social 
services in major urban centers, particularly Metro Manila; (ii) trade and 
macroeconomic policies that severely penalized agriculture, labor-intensive 
exports, and small-scale and medium-scale manufacturing establishments; and 
Gii) public spending policies that accorded little attention to human capital 
formation for the poor. This policy environment engendered industrial "enclaves" 
that have little linkage with the rest of the country, dampened the expansion of 
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high-paying employment opportunities for the fast growing labor force, and 
limited the access of the large majority of the urban poor to basic needs and 
social services. 

The economic welfare of the poor can be secured only by comprehensive 
economywide policy reform aimed at correcting the disincentives against the 
production (and consumption) of labor-intensive goods, particularly labor- 
intensive exports, and at promoting backward integration and balanced urban- 
rural growth. In particular, the reform has to allow for a rapid, sustained growth 

_ of employment outside the agriculture sector and the urban informal sector. The 
reform also has to permit infrastructure and institutional development outside 
Metro Manila. 

Political support for the institution of pro-poor, pro-market, and pro-growth 
reform has to be enhanced. Beneficiaries of the status quo, who are typically well 
organized, can mount strong opposition to policy reforms. On the other hand, 
those who would gain from policy reforms, who are usually unorganized, 
spatially dispersed, lowly educated, and often uninformed about the benefits 
(and costs) of policies, are politically weak, even though they may be a 
numerically large group. The influence of pro-reform advocates in government 
is seldom enough to bring about reforms. The academic community and social 
action groups play a critical role in this struggle. Policy analysis can help shape 
perceptions among the actors in the political arena about the costs and benefits 
of government action (or inaction). Organizing the diverse, export-oriented 
industries into a powerful lobby that can support the position of pro-reform 
advocates in government would also be helpful in enhancing the success of 
reforms, especially in countering the protectionist pressure exerted by import- 
substituting industrialists. The process requires the pro-reform advocates to 
explain to the public why the reforms are needed and how they are supposed to 
work, 

Balanced rural-urban growth and economic development require a strong 
complementarity between the state and the market. The state not only institutes 
and enforces the long-term rules of the game that empower and constrain 
economic actors but also provides complementary public goods for the efficient 
operation of markets. In recent years, the state missed performing its major 
functions—the financing and public-sector coordination of investments in social 
and physical infrastructure, the promotion of rules ensuring incentive 
compatibility in government and in the private sector, and the pursuit of an 
egalitarian distribution of assets in the private sector—in laying the foundation 
for long-term economic growth and development. 

Pro-poor policies should be designed in such a way that they provide a clear 
blueprint for achieving poverty reduction as well as explicitly specifying 
penalties and rewards, thereby ensuring that private and public actors will find 
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it in their interest to behave in the manner called for. A necessary element of 
this design is a contingent renewal scheme: public agents would be given high 
salaries and benefits, with a credible threat of their withdrawal if they do not 
meet clearly specified standards of satisfactory performance. However, for many 
basic services, this scheme might not work. In health delivery and education, for 
example, it is difficult to measure a public agent’s performance, since the 
intended beneficiary’s health status and progress in learning and skill formation 
also depend on a host of other factors affecting the individual, the family, and 
the physical and social environment. Moreover, certain groups with strong 
stakes in the public agent’s decisions have an interest in offering him or her 
alternative incentives: a lucrative job in the private sector, "gifts" during special 
holidays, and threats. Finally, rent-seeking behavior may lead to the preemption 
of the benefits of poverty-focused programs by unintended groups. 

Contingent renewal, therefore, needs to be complemented by other 
incentives aimed not only at eliciting the participation of the poor in the design 
and implementation of poverty-focused programs, but also at making unintend- 
ed beneficiaries realize that it is not worth their while to preempt the benefits 
of these programs. Locating basic services in areas where the poor live is, for 
example, one effective way of reducing their participation cost while at the same 
time raising the participation cost of unintended beneficiaries. Thus, publicly 
provided curative health centers in the nation’s capital are hardly pro-poor 
programs. Similarly, public programs with attributes that are also highly valued 
by unintended beneficiaries (e.g., socialized housing units in high-income 
neighborhoods, general food price subsidy) seldom succeed in reaching intended 
beneficiaries. 

The provision of efficient information systems is critical in raising the ` 
effective demand of the poor for poverty-focused policies and programs. The 
articulation of this demand can be enhanced by bringing together the poor and 
the nonpoor groups that have a stake in poverty-reducing reforms. The political 
power and administrative machinery of non-government organizations and 
private volunteer groups can be harnessed for this purpose. 
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after independence has been the relatively slow growth of the urban 

sector. According to census data, the share of the urban population in 
the total population increased from 15.4 per cent in 1946 to 21.4 per cent in 
1981. These data, which are based on the administrative definition of what is 
urban, tend to underestimate the actual extent of urbanization. But even after 
making corrections for this, the level of urbanization remains low. The slow 
expansion of the urban sector has been the result of a combination of economic, 
social and political factors. 

The economic development strategy focused on import substitution in 
agriculture, primarily in rice (the staple food), which is produced by peasant 
farmers. This led to a major investment to improve peasant agriculture and to 
expand rice cultivation. Large agricultural settlements were established in 
sparsely populated regions, and the landless rural poor were transferred from 
regions that were experiencing the mounting pressure of population on land. 
These policies mitigated some of the push factors that might have produced a 
larger rural-to-urban migration. Growth in the industry sector, which would 
. have provided the base for urban expansion and stimulated rural-to-urban 
migration, was comparatively slow. The share of manufacturing in the gross 
domestic product (GDP) had grown only marginally from about 14 per cent in 
1950 to about 15 per cent in 1980, mainly because the changes in the basic 
structure of the economy during this period were negligible. It was only after 
1978 that those changes gathered momentum and the manufacturing sector 
began to grow rapidly. The post-1978 policies liberalized the economy and gave 
high priority to industrialization, thus changing the macroeconomic context of 
urban poverty. 


A n unusual feature of Sri Lanka's development during the four decades 


* Deputy Chairman, Sri Lanka Center for Development Studies, Marga Institute and Director of Social 
Studies, Marga Institute, respectively. 
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In the social sectors, the state undertook a major welfare program, which 
provided free health care and education to the entire population. Large 
investments were made in establishing a countrywide network of services for 
education and health care and in improving the rural infrastructure. All this 
helped to reduce rural-urban disparities. Infant mortality rates, for instance, fell 
dramatically from 141 per thousand live births in 1947 to 57 in 1960 and 21 in 
1989. Adult literacy increased from about 57 to 87 per cent during the same 
period. The political processes at work as manifested in national policies were 
strongly biased in favor of the rural sector. Universal franchise and democratic 
political institutions were introduced in the first half of the 1930s. From that 
time on, democratic institutions began to function without interruption, 
resulting in a vigorous multiparty system that made possible several orderly 
changes in government. In this competitive political system, the rural electorate 
numerically had the largest weight. Political parties therefore gave high priority 
in their agenda to satisfying the needs of this electorate. Consequently, the main 
political parties did not target the urban electorate, particularly the urban poor, 
in the same manner they did the rural poor electorate. 

The extent and nature of urban poverty in Sri Lanka will have to be 
examined in relation to the mix of economic, social and political policies briefly 
described above. This mix of policies and its rural bias, on the one hand, 
contributed to the conditions that resulted in slow urban growth and an unusual 
rural-urban balance. This, in turn, prevented a large rural-to-urban migration 
and the worsening of urban poverty on the scale we are now witnessing in most 
other developing countries. On the other hand, past strategies, with their 
emphasis on import substitution in both agriculture and industry, retarded the 
growth of the urban economy, resulting in very high rates of unemployment of 
the urban workforce, which exacerbated poverty. 

The future will, however, pose new challenges. The strategy based on the 
expansion of agriculture and the import substitution of rice is reaching its limits 
for a number of reasons. The new development strategy has given a central place 
to export-led industrialization, which will bring on rapid urbanization and 
generate greater pulls and pressures for migration from rural to urban areas. 
Some aspects of the economic reforms and structural adjustments that are being 
undertaken, such as the removal of a wide range of subsidies and the reining in 
of high inflation, will have an adverse impact on the urban poor. The problems 
of poverty are likely to assume new dimensions in this changing context unless 
appropriate policies are formulated to deal with them.' 


1. M.M. Karunanayake and Y.A.D.S. Wanasinghe, Generating Urban Livelihoods: A Study of the Poor in 
Colombo City (Case study prepared for the United Nations Centre for Regional Development Praject on 
Increasing the Absorptive Capacity of the Urban Economy: Planning for Strengthening Functional 
Linkages in Asian Metropolis, presented at the Expert Group Meeting, Nagoya, 11-14 January 1988). 
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This paper first analyzes the past and present trends in urban poverty and 
income distribution. It defines the complex nature of urban deprivation and 
identifies the special characteristics of the urban poor. Then it concludes with 
a brief discussion of the problem of relative poverty in the urban context and 
points out that such poverty and the hardships and relative deprivation of the 
lower income groups would become increasingly important for policy making as 
absolute poverty progressively recedes in size and importance in the urban 
sector. In the following sections, the focus is on the factors and characteristics 
that distinguish the urban poor from the rural poor, as well as on urban 
infrastructure, the living environment of the urban poor, and the availability of 
basic amenities. An analysis is then made of the structure of the urban labor 
force and the urban labor market, followed by an examination of the main 
sources of employment, and an identification of the segments of society that are 
most likely to experience poverty and severe deprivation. Further, the urban 
informal sector is given special attention, as it is this segment that appears to 
harbor the majority of the urban poor. Next, the paper places urban poverty 
within the context of development strategies and policies, both past and present, 
which are examined for their impact on the urban poor, and then identifies some 
of the critical issues relating to rural-to-urban migration and urban poverty that 
are emerging as a result of rapid industrialization. Finally, a summary of the 
main conclusions of the preceding sections is made together with an outline of 
some of the policy thrusts and initiatives that are needed to deal with urban 
poverty. 


Measurements and Trends in Income Distribution and Poverty 


During the period 1969/70 to 1985/86, the inequality in income distribution 
increased sharply for both the urban and rural sectors. The worsening in income 
distribution has, however, not led to an increase in poverty. In both sectors, the 
real incomes of the lowest income groups appear to have increased marginally 
while those of higher income groups grew rapidly. As expected, inequality was 
higher for the urban sector than for the rural sector. However, the disparities in 
income distribution grew faster in the rural sector, with the Gini ratio rising 
from 0.31 in 1969/70 to 0.43 in 1985/86, while the urban ratio rose more slowly, 
from 0.40 to 0.48. Table 1 presents the results of three household surveys 
conducted by the Department of Census and Statistics (DCS), viz., (i) the 
Socioeconomic Survey of 1969/70 (1969/70 SES), (ii) the Labor Force and Socio- 
economie Survey (LFSS) of 1980/81, and (iii) the LFSS of 1985/86. The concepts 
and definitions used in these surveys are similar, making their results 
comparable. 
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Table 2 gives household income distributions by income groups for the 
‘1969/70 SES, 1980/81 LFSS, and 1985/86 LFSS at a more disaggregated level 
and confirms these conclusions. The Consumer Finance Survey (CFS) data ofthe 
Central Bank for 1973, 1978/79, 1981/82, and 1985/86 provide another set of 
data that reveal similar trends (Table 3). The CFS data are not strictly 
comparable with those of the LFSS, as the units of analysis used in the two are 
different—with the latter using the definition of a household as a common 
residence and the former using the spending unit. According to the CFS data, 
the income share of urban households in the lower quintile declined sharply 
from 6.1 per cent in 1973 to 4.1 per cent in 1986/87. In the third and fourth 
urban quintiles, only a moderate loss was recorded in their income shares. The 
top 20 per cent gained, with its share rising from 45.3 to 54.2 per cent. 

However, in the interpretation and analysis of these data there are two 
important limitations. First, on account of the varying sizes of households, total 
household income does not provide an accurate measurement of inequality 
among these units. For this purpose it is necessary to determine the distribution 
in terms of the per capita income of households. The average real per capita 
household income in the urban sector increased from Rs 75 in 1969/70 to Rs 183 
in 1985/86 at 1969/70 prices—an increase of 143 per cent. In comparison, the per 
capita income of the rural sector grew more slowly, from Rs 46 to Rs 95—an 
increase of 95 per cent. On the basis of the per capita household income, the Gini 
coefficient for national income distribution stood at 0.30 in 1980/81 and 0.43 in 
1985/86. 

The second limitation of the data relates to the tendency to underreport 
incomes, which is a common feature of all surveys on household incomes. In Sri 
Lanka, the problem has been aggravated by the income criterion prescribed for 
the food-subsidy and food-stamp scheme since 1978. To some extent, the sharp 
deterioration in income distribution after 1978 will reflect this heightened bias 
towards the underreporting of incomes. In these circumstances, household 
expenditure might serve as a proxy for income. 

The disparities in reported incomes are much higher than those of 
expenditure and tend to support the observations regarding underreporting. The 
per capita household income of the lowest fractile, which in 1980/81 was less 
than half of the per capita expenditure, fell to 41 per cent in 1985/86. As a 
fraction of the highest reported income, the lowest figure, which was 1/16th in 
1980/81, had dropped to 1/37th. The distribution of expenditure reported for the 
two surveys is less unequal than that of income and may be more reliable as a 
measure of inequality. On this basis the highest fractile of household expendi- 
ture on a per capita basis accounted for 25.9 per cent and 32.8 per cent of the 
total expenditure of households in 1980/81 and 1985/86, respectively, whereas 
their income shares were 27.4 per cent and 38.8 per cent, respectively. As higher 
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Table 3: Gini Ratio and Income Shares of Spending Units by Quintile for 
the Urban Sector, 1973, 1978/79, 1981/82, and 1988/87 


Quintile 1973 1978/79 1981/82 1986/87 
First 6.13 5.07 4.88 4.15 
Second 11.12 9.56 , 8.90 8.57 
Third 15.62 13.94 13.04 13.35 
Fourth 21.86 20.56 19.59 19.68 
Fifth 45.27 50.87 53.59 54.24 
Gini Ratio 0.39 0.45 0.48 








Sources: For 1973, 1978/79, and 1981/82, Leslie Gunaratne, "The Changes and Structure of Income 
Inequality in Sri Lanka, 1953—1981/82" (April 1985). Data for 1986/87 were derived from the 
table on income groups of spending units in the 1986/87 CFS. 


proportions of incremental income were normally spent on nonfood items, 
disparities in food expenditure were likely to be much smaller than those in 
nonfood expenditure. This pattern is reflected in the data. The per capita 
expenditure on food in the lowest group was one third of that in the highest 
group, whereas the corresponding fraction for the nonfood expenditure was 
about one fourteenth. 

Poverty trends should be analyzed in terms of the changes in the propor- 
tions spent on food and in nonfood consumption. These changes indicate the 
patterns ofincome inequality. The food ratio in the first fractile group in 1980/81 
was more than 75 per cent; figures for 1985/86 showed a marked improvement. 
Food ratios decreased substantially for all income groups, including the lowest 
fractile groups, with the average falling from 58.3 to 48.9 per cent. 


Income Distribution. Another relevant indicator is the income distribu- 
tion of income earners. This reflects the inequality among individual incomes. 
The data from both the CFS and the LFSS indicate that the principal long-term 
trend at the national level is a redistribution from the richest 10 per centi of 
income earners to the middle income groups up to the early 1970s and a reversal 
of these trends, with the top 10 per cent becoming richer at the expense of the 
other income groups in the 1980s. The share of income accruing to the richest 
decile dropped from 42.5 per cent in 1953 to 28.0 per cent in 1969; thereafter, it 
steadily increased up to nearly 50 per cent in 1985. The share of income accruing 
to the poorest four deciles remained at around 13 per cent up to 1969 and then 
increased to 16.3 per cent in 1981. In 1985, the income share of this gro p 
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dropped to 7.1 per cent. The inequality in income distribution among urban 
income earners increased during this period. The Gini coefficient rose from 0.44 
in 1980/81 to 0.62 in 1985/86 (Table 4). The higher Gini coefficient among 
income earners compared with households or spending units was due to a 
variety of factors including the fact that households often had more than one 
income earner. The newly employed usually started at the bottom of the income 
ladder in various occupations. This is reflected in the distribution of income 
earners when there is a rapid increase in the number of those who are newly 
employed. 


Table 4: Gini Coefficients for Income Earners by Sector 





Year All Island Urban Rural 





1980/81 0.42 0.44 0.41 
1985/86 0.58 0.62 0.55 


Source: Department of Census and Statistica. 


Incidence of Urban Poverty. The worsening of income distribution does 
not necessarily imply an increase in poverty. While absolute poverty in the rural 
sector appears to have remained at the same level during 1969—1985, there was 
a significant reduction of poverty in the urban sector based on available data. 

As in the case of income distribution, estimates of the poverty incidence in 
Sri Lanka were computed from the data obtained from two series of household 
surveys—the CFS and LFSS. Measurements of absolute poverty were based on 
estimates of household expenditures for foods that supply the minimum 
nutrients needed for an active and healthy life. The nutritional requirement was 
calculated on the basis ofthe number of calories recommended for an adult male, 
and the calculation was based on the average food basket observed in the 
surveys. There has been some controversy regarding the nutritional norm, and 
estimates of the adult requirement have ranged from 2,200 to 2,750 calories. To 
determine the poverty line for total household income, the minimum expenditure 
of a poor household on the nonfood component was estimated. The estimates of 
the proportion of expenditure on nonfood consumption ranged between 20 per 
cent and 30 per cent. The sum of the minimum expenditure on food and nonfood 
then became the total household income, which was taken as the poverty line. 
All measurements of poverty used in Sri Lanka have been based on variants of 
this methodology. 
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The measurements of poverty used in the studies based on the two sets of 
data—CFS and LFSS—estimate both the incidence and levels of poverty. The 
study based on 1986/87 CFS data has taken the norm as a daily intake of 2,750 
calories for an adult. Studies based on the 1980/81 and 1985/86 LFSS data 
adopted the adult equivalent of 2,500 calories. The levels or gradations of 
poverty according to the LFSS study are (i) nutritionally deficient, i.e., unable 
to satisfy 100 per cent of the required calorie intake; (ii) nutritionally at risk, i.e., 
unable to satisfy 80 per cent of the calorie norm; (iii) ultra poor—the condition 
in which households that spend more than 80 per cent of their income on food 
are still unable to meet 80 per cent of their nutritional needs; and (iv) a 
minimum per capita food expenditure and a minimum proportion of the 
household budget for nonfood expenditure making up the income threshold for 
poverty used by World Bank studies based on CFS data (Table 5). 


Table 6: Measurements of Urban Poverty Based on the LFSS and CFS 


LFSS 1980/81 1985/86 
Households below 100 per cent nutritional adequacy 59.0 53.8 
Households nutritionally at risk 26.6 23.9 
Households that are ultra poor 5.8 3.2 
CFS 1981/82 1986/87 
Households below the poverty line (CFS) 16.0 12.4 


Sources: R.B.M. Korale, "Income Distribution and Poverty in Sri Lanka” (Department of Census and 
Statistics, 1988, Mimeographed); Neville Edirisinghe, "Poverty in Sri Lanka: Its Extent, 
Distribution and Characteristics of the Poor" (Paper submitted for the World Bank's Sri Lanka 
Poverty Alleviation and Employment Project, 1990, Mimeographed). 


According to nationwide estimates of poverty derived from the 1985/86 
LFSS, 50 per cent of the households are poor in terms of nutritional deficiency, 
24 per cent are nutritionally at risk, and 3 per cent are ultra poor. In terms of 
a minimum per capita food expenditure, based on CFS data, the incidence of 
poverty was estimated at 27.4 per cent for 1986/87. The national estimates 
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available from other studies based on 1978/79 and 1981/82 data are not . 
comparable, as the methodologies used for the computation of minima for food’ 
expenditure are different. Urban poverty has been on the decline according to 
both the CFS and the LFSS (Table 6). 


Table 6: Incidence of Poverty and Distribution of Poor Households 
by Household Size, 1986/87 





Household Per Cent Per Cent Per Cent Distribution of 
Size in Sample in Poverty Poor Households 
1 1.62 10.53 0.62 
2 6.38 13.75 3.18 
3 13.58 16.34 6.00 
4 15.98 20.46 14.01 
5 22.43 27.51 22.37 
6 15.31 88.36 18.52 
7 10.00 40.20 14.62 
8 6.34 44.42 10.21 
9 2.84 45.77 4.72 
10 1.43 35.29 2.21 
Over 10 1.20 35.29 1.54 
'Total 100.00 27.59 100.00 








Source: Consumer Finance Survey, 1986/87. 


The measurements in the LFSS estimates are not strictly comparable to 
those of the CFS. In the former, it is nutritional adequacy that is used as the 
only criterion for the first two categories. The survey data, however, reveal that 
a significant number of nutritionally deficient households can be found even in 
the highest income deciles. Therefore, nutritional deficiency alone does not seem 
to be an adequate criterion of poverty. The CFS analysis attempts to correct this 
by excluding households with a food expenditure that is below 50 per cent of 
total expenditure. 

The data in Table 5, however, indicate the degrees of deprivation and the 
pattern of poverty in the urban sector according to four measurements. What is 
important to note is that, in contrast to the CFS data, the LFSS data indicate 
that the proportion of households that are nutritionally at risk is highest in the 
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urban sector. The proportions in the rural sector were 23.5 per cent for 1980/81 
and 23 per cent for 1985/86. The LFSS measurements, which take into account 
the price differentials between the sectors, provide a sounder basis for 
estimating the incidence of urban poverty, but, as stated earlier, corrections 
need to be made for the incidence of nutritional deficiency in the higher income 
deciles. In 1985-1987 urban poverty based on minima computed on CFS data 
was likely in the range between 15 per cent and 20 per cent. 

The estimates of the CFS and the LFSS did not allow for posable 
differences in the calorie requirements in the three sectors—rural, urban, and 
estate. The LFSS study prepared separate estimates of the required per capita 
expenditure on food for the different sectors taking into account the differences 
in prices. According to these estimates the minimum per capita food expenditure 
in the urban sector was Rs 167 for 1980/81 and Rs 233 for 1985/86. The study, 
based on 1986/87 CFS data estimated that the "food consumption" poverty line 
was approximately Rs 185 per capita per month. A more recent calculation 
based on the minimum per capita food expenditure required for a minimum-cost 
food basket set the poverty line at a monthly per capita income of Rs 377 at 1992 
prices.With a poverty line of Rs 234 for 1985/86, the head count, poverty gap 
measure, and distributionally sensitive measure were 27.60, 21.80, and 0.043, 
respectively. 


Characteristics of the Poor 


Most of the poor are migrants to the urban areas, living in slums and 
shanty settlements. Although, as stated earlier, rural-to-urban migration has 
been relatively limited in Sri Lanka on account of its unusual mix of social and 
economic policies, the urban poverty that prevails is most visible among those 
who have migrated to the city in search of means of livelihood. Many of them are 
squatters on available state land bordering roads and waterways, employees in 
poorly paid industries, casual and seasonal workers, and unemployed educated 
youths. Only a small proportion of the population manage to find permanent and 
secure employment in the modern and formal sector. The majority of the urban 
poor are working in the informal sector as self-employed income-earners or as 
casual laborers. 

Unlike the rural poor who own income-earning assets such as land, most of 
the urban poor have no productive capital assets and depend only on their labor 
and skills. Furthermore, the income flow in the urban sector is irregular and 
seasonal, with employment in low-paying industries subject to unpredictable 
changes. Seasonal unemployment, layoffs, and temporary shutdowns lead to a 
loss of income for already poorly paid workers. 
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The urban poor, whose incomes have a relatively high cash component 
compared with those of the other two sectors of the economy, pay more for some 
of the services that they receive. And as nonmonetary transactions are smaller 
or non-existent, the urban poor spend more on essential nonfood items. However, ' 
the percentage spent on food out of total expenditure by per capita income decile 
appears to be similar for the poor in the other two sectors (1985/86 LFSS). This 
implies that the urban poor suffer from greater deprivation of nonfood essentials 
and that a larger proportion are in the ultra poor category. The LFSS data 
confirm this. The source and type of income, and the pattern of expenditure of 
the urban poor make them more vulnerable to inflation and changes in the 
prices of essential consumer goods. These factors contribute to the higher 
incidence of nutritional deficiency in the urban sector. 

The urban poor allocate a proportionately bigger share of their monthly 
household expenditure for housing—more than 15 per cent on the average. This 
is about 10 percentile points higher than the housing expenditure of the rural 
sector and thrice that of households in the estate sector. Consequently, the 
urban poor are forced to spend less on other basic necessities of life. For 
instance, expenditures on fuel and lighting and on textiles appear to be 
proportionally less for the urban poor than among the poor in the rural and 
estate sectors. The proportion of the expenditure on clothing in the urban sector 
for the three lowest income deciles ranged from 8.1 to 10.5 per cent, with the per 
capita monthly expenditure ranging from Rs 53 to Rs 65. Corresponding figures 
for the rural sector were 12.7 per cent to 13.7 per cent, and Rs 60 to Rs 81. 
Compared with the other two sectors, the poor in the urban areas have fewer 
household amenities, with radio as the most common item available to them. 

The data on the incidence and distribution of poverty according to the 
occupation of the main income earners indicate that poverty is distributed 
among a wide range of occupational groups. These include professional, 
technical, clerical and sales workers, food and beverage workers, fishermen, 
construction workers, service workers, miners, and quarrymen. The data do not 
indicate that poverty is occupation specific and that pockets of persistent poverty 
are to-be found in particular occupational groups in the urban sector. They do 
suggest, however, that households fall into poverty across the occupations 
because of a variety of factors. In all this, what is certain is that many of the 
employed are unable to meet the basic needs of their families. 

Certain social characteristics aggravate the conditions of the urban poor. 
In urban areas the absence of the extended family network makes the poor 
(especially children and old people) vulnerable under certain circumstances. 
Single-parent households, which are on the rise in urban areas, are more 
susceptible to income losses caused by the loss of employment and to increased 
costs of child care. This is why many of them have formed beggar communities 
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in urban areas. They form a part of the disadvantaged groups that require 
special attention in any poverty reduction strategy. 

The educational attainment of the main income earner is an important 
determinant of poverty. The proportion of urban income earners with education- 
al attainments at the secondary level and above is much higher than that of 
rural income earners. The educational profile of urban income earners with 
incomes below Rs 1,500 per month is also superior to that of their rural counter- 
parts. The available data also point to a decreasing incidence of poverty as the 
educational attainment level of the main income earner increases. Six per cent 
of the urban income earners were illiterate and 80 per cent of them earned 
incomes below Rs 1,500. Of the 19 per cent of urban income-earners who had 
only primary education, 57 per cent had monthly incomes below Rs 1,500. In the 
urban labor market, the capacity to earn and thus move out of poverty was 
evidently more dependent on literacy skills and educational attainment than in 
the rural sector. 

Household size is closely related to the incidence of poverty. The general 
observation is that large families with many dependents are in all probability 
poor. The CFS data presented in Table 6 confirm this. This is further substanti- 
ated by the CFS data, which show that average household size among the urban 
poor was 6.9 in 1978/79, 6.6 in 1981/82, and 6.4 in 1986/87, which are higher 
than the figures for the rural and estate sectors. Child dependency was also 
correspondingly high. However, household size started to decline during 
1978-1987. The age structure of the family also appeared to have influenced the 
level of poverty at the household level. As expected, the incidence of poverty was 
relatively high in poor households comprised only of old people. 

Though the marital status of the main income earner had little relevance 
to the incidence of poverty when national sample data were considered, the 
smaller sample surveys among the poor showed that it was an important 
correlate of poverty. The sample survey data showed that the incidence of 
poverty was high among widows, separated people, and female-headed 
households with one or more children under five years of age. Female-headed 
households accounted for approximately 17 per cent of all households. Data from 
microlevel case studies indicated that these households (at least those with no 
adult children) were among the poorest of the poor. They usually lacked access 
to credit and employment.*. 

This section has dealt only with the category of absolute poverty defined as 
the incapacity to satisfy minimum nutritional needs. Doubts have often been 


2. Myrtle Perera, Study of Female-Headed Households for the Women’s Bureau (Colombo: Marga 
Institute, in progress). 
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expressed regarding the extent and intensity of poverty in Sri Lanka as revealed 
by the data. The view is widely held that the data considerably exaggerate the 
size and severity of the poverty that exists owing to the strong bias for 
underreporting of incomes and expenditures induced by the welfare system. 
Foreign observers of the Sri Lankan situation have contrasted the visible 
manifestations of poverty with those observed in large cities and rural areas of 
other developing countries, pointing out that the worst physical and environ- 
mental characteristics associated with absolute poverty do not appear to be 
prevalent in Sri Lanka on the scale suggested by the data. If we make some 
arbitrary assumptions relating to underreporting and assume that the existing 
poverty in the last two deciles corresponds to conditions reported in the third 
and fourth deciles, then we are dealing not with absolute poverty but with a 
condition of relative poverty where there is deprivation in basic nonfood needs, 
food insecurity, unemployment, and a sense of want. There has been no attempt 
to distinguish these problems of relative poverty from those of absolute 
poverty. 

The LFSS study defines the nutritional deficiency on a 100 per cent norm, 
which is well above the absolute poverty line. More work is needed in this area 
to identify the characteristics of deprivation and to define the relevant poverty 
group in a manner that is useful for policy making. 


Access to Basic Amenities and Services 


The urban population in Sri Lanka is distributed in about 134 cities and 
towns. Of this number, the capital city, Colombo, accounts for 20 per cent, and 
the urban areas in their environs for about 15 per cent. It is the middle-sized 
towns with populations of 20,000—50,000, distributed throughout the country, 
that are the fastest growing component of the urban sector (see Table 7). 


Housing and Basic Amenities. The urban poor lack access to basic 
amenities and put up with the poor quality of their physical environment. Only 
asmall number of them own their dwellings; those in the lowest income category 
do not have a shelter oftheir own, and many share accommodations with others, 
mostly in urban shanties. Many of the urban poor live in small houses whose 
average floor area per person is very small. The total floor area of the majority 
of these houses does not exceed 25 square meters (1986/87 CFS). The structural 


3. In "The Analyais of Poverty" produced by the Marga Institute in 1978, an attempt was made to define 
"a basic needs poverty line" above the absolute poverty line. 
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characteristics of the housing of the urban poor are given in Table 8. The semi- 
permanent and temporary structures are concentrated in the low-income groups 
with household incomes below Rs 2,000 per month. Many of these houses have 
floors made of prepared clay, thatched roofs, and walls made of semipermanent 
or temporary materials. 


Table 7: Population of Principal Towns for Census Years 1963, 1971, and 1981 








Principal Town 1963 1971 1981 

Colombo 511,644 562,420 587,647 
Dehiwala-Mt. Lavinia 110,934 154,194 178,529 
Negombo 46,908 56,795 i 60,762 
Moratuwa 77,833 96,267 134,826 
Kotte 73,324 93,680 101,039 
Kalutara 26,260 28,634 31,503 
Kandy 68,202 93,303 97,872 
Matale 25,609 30,065 29,752 
Nuwara Eliya 15,482 17,288 20,471 
Galle 65,236 71,266 76,863 
Matara 32,541 36,554 38,843 
Hambantota 5,330 6,895 8,577 
Jaffna 94,670 107,184 118,224 
Mannar 8,993 11,095 13,931 
Vavuniya 7,159 15,720 18,512 
Batticaloa 22,986 36,696 42,963 
Trincomalee 34,817 40,592 44,313 
Kurunegala 21,179 24,357 26,198 
Puttalam 13,195 18,167 21,586 
Chilaw 14,090 17,608 20,810 
Anuradhapura 29,426 34,734 35,981 
Badulla 27,115 35,470 33,068 
Ratnapura 21,592 10,614 37,497 
Kegalle 11,427 13,305 15,016 
Total 118,029 2,494,875 2,736,832 





Source: Department of Census and Statistics, Statistical Abstract 1991. 
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Housing was given high national priority by the government that came to 
power in 1977. Between 1978 and 1987, the proportion of houses made of sturdy 
materials increased, and the proportion of houses with cement floors and tiled 
roofs also rose substantially. In the entire sample, houses classified as shanties 
constituted 2.8 per cent of the total stock, and most of these were located within 
the Colombo Municipality, where shanties accounted for 10 per cent of the 
housing stock. Houses with cadjan (coconut palm) walls accounted for nearly 9 
per cent of the total urban housing stock. 

A large proportion of the urban poor get their drinking water from common 
faucets or wells. Sanitation in their areas is very poor; toilets and means of 
garbage disposal are often lacking. Most households in this category use common 
latrines constructed by the local authorities. Data for 1987 show that approxi- 
mately 29 per cent of households had to manage with common faucets. 

Another 21 per cent of households in the disadvantaged category had to 
depend on a common well. These were invariably the households in the lower 
income groups. Four per cent had to obtain water from rivers and waterways. 
However, 98 per cent of the households within the Colombo Municipality enjoyed 
pipe-borne water—approximately 44 per cent in their homes and 54 per cent 
with access to common faucets. The majority of the urban poor in Colombo, 
which has the largest concentration of the shanty population, also had access to 
pipe-borne water. However, the urban water supply was not as satisfactory as 
the data might suggest, as many open public wells were liable to contamination, 
and 30 per cent of households relied on public faucets, which were in continuous 
use for 20 hours (4 a.m. to 12 midnight). The situation was even worse in regard 
to sanitation, latrine facilities, and garbage disposal. About 5 per cent of the 
households had no latrines, 14 per cent of which were of the bucket or pit type. 
Nearly 19 per cent of households had to share common toilets. Studies of 
selected locations revealed that the average was one public toilet per 36 persons. 
Most of the urban poor used firewood as their main source of energy for cooking. 
For lighting, approximately one third enjoyed electricity; the rest used kerosene. 
During 1978-1987, the improvement in the access to basic amenities was slower 
_ than in the case of housing. 

Sewage disposal has always been a major urban problem. Of the almost 50 
urban local authorities, sewage systems were to be found only in the Colombo 
Municipality and some suburbs, the port area of the Galle Municipal Council, 
and in Kataragama. Colombo’s system has two ocean outfalls; yet due to the lack 
of toilets, sewage and refuse are disposed of into the canal system and Beira 
Lake. Both of these water bodies, which are being used by the poor for bathing, 
washing, and laundering, pose serious health risks. The disposal of garbage in 
urban areas is also a serious problem. In Colombo alone, approximately 500 tons 
of garbage that accumulate daily need to be disposed of hygienically. Most of this 
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garbage, whose moisture content is high, is unsuitable as fuel for power 
generation. Further, any compost produced by it has to be transported to 
agricultural areas, which is costly. 

The disposal of industrial waste has likewise not been effectively controlled. 
Untreated toxic waste being dumped in water courses has led to serious environ- 
mental pollution in areas near industrial sites. A law has been enacted to 
enforce strict regulations on industry to stem environmental pollution, and a 
monitoring system has been devised by the Central Environmental Authority to 
complement it. 

As evidenced by the data presented thus far, the major problems of the 
urban poor lie in the areas of housing, water supply, electricity, toilet facilities, 
and waste and garbage disposal, the demand for which is increasing rapidly. In 
a general context, there are policies and programs specifically designed to assist 
the urban poor. Current housing programs include a flexible scheme of grants 
and loans to poor households for the construction of new houses as well as for the 
upgrading and structural improvement of existing substandard houses, for the 
provision of basic amenities such as communal water supply and latrines, and 
for the resettlement of squatters who have encroached on essential land 
reservations such as the banks of canals. Wherever feasible, tenure has been 
assured and the fear of eviction removed, thereby providing incentives for 
households to invest in the improvement of their dwellings. An essential element 
in the improvement of the living environment of the urban poor is their growing 
capacity to organize themselves collectively to assume civic responsibilities such 
as those relating to the use of shared facilities and garbage disposal. Some 
initiatives have been taken by the housing authorities to develop community 
organizations for this purpose. Nongovernment organizations (NGOs) that have 
already been active in such projects in the urban sector can play an important 
role in assisting poor communities to set up such institutions. 


Health and Nutrition. The free health services being provided by the 
state are available to the entire population. These services include preventive 
health care, treatment in out-patient facilities, and curative care in hospitals. 
The health infrastructure, which ranges from dispensaries and rural hospitals 
to district hospitals and base hospitals in the urban sector, is well developed and 
covers all parts of the country. Teaching, Provincial, and District Hospitals, 
which are the highest grades of hospital, are centrally sited in urban localities 
and easily accessible to the urban poor. For rural households transport costs 
make up 40-60 per cent of the expenditure on health, whereas urban families 
spend no more than Rs 3.00 per visit if a walk to the nearest health center is not 
possible. 
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Health statistics have not been prepared separately for urban and rural 
areas, as the data on mortality and morbidity recorded in hospitals that cover 
a large proportion of the rural sector tend to distort the sectoral classification. 
The available evidence indicates that, in terms of the main indicators, there are 
no significant disparities in health status between the rural and urban sectors. 
The urban sector has, however, undoubtedly contributed to the remarkable 
improvement in health indicators at the national level (see Table 9). In all 
probability, the health status in the urban sector with its higher living 
standards is, on the average, better than that of other sectors, 


Table 9: Health Indicators 





Life Crude Birth Maternal Infant Mortality Mortality 
Year Expectancy Rate Death Rate Rate Rate 
1950 58.1 (1953) 40.4 12.6 5.6 82.2 
1960 61.6 (1962) 36.6 8.8 3.0 57.0 
1980 69.7 (1981) 28.8 6.2 0.6 34.4 
1989 71.0 21.3 6.2 (1988) 0.5 17.5 





Source: Department af Census and Statistics. 


On a nationwide basis there is now a health center within a 5-kilometer 
radius of every household, as well as a Family Health Worker per 3,000 people, 
who visits homes and concentrates on maternal and child health and on family 
planning. In the urban sector the coverage is more extensive—close to 100 per 
cent for the Expanded Program of Immunization. A special program combats 
malnutrition among pregnant women, lactating mothers, children, and others 
displaying symptoms of undernutrition. There has been a relatively high and 
increasing rate of acceptance of family planning. The available data from a 
recently conducted survey indicate that 61.7 per cent of currently married 
women are using some method of contraception. The total fertility rate declined 
from 5 in 1963 to 2.8 for 1982—1987. 

However, along with the achievement of a high life expectancy and low 
fertility, several health problems persist, and new health hazards have emerged. 
Hard-core poverty-related illnesses such as diarrhea and respiratory diseases 
are still major causes of morbidity. Diseases related to the process of moderniza- 
tion have overtaken poverty-related and communicable diseases as the causes 
of mortality. These include diseases of the circulatory system, accidents, and 
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poisoning. At the same time, there is the ever-present risk to health throughout 
the country of mosquito-borne diseases—malaria, filariasis, encephalitis, and 
dengue fever. While malaria affects mainly the rural population, filariasis is a 
serious health hazard in the urban sector. The unsatisfactory living environ- 
ment—poor sanitation, inadequate access to safe water supply, and substandard 
shelter—make the urban poor especially vulnerable to communicable diseases 
such as diarrhea and respiratory ailments. Dl health associated with industrial 
occupations and urban pollution is also emerging as a problem affecting the 
urban poor in particular. The problems of poverty and youth unemployment 
have aggravated drug addiction and alcoholism. And the rapid growth of tourism 
has led to an increase in prostitution of various types, thus increasing the 
hazards of sexually transmitted diseases including Acquired Immune Deficiency 
Syndrome, which is emerging as a serious threat. The urban poor are particular- 
ly vulnerable to the hazards of drug addiction, prostitution, and sexually 
transmitted diseases. 

We noted earlier that the data on the per capita consumption of food 
indicate that the urban sector has the highest proportion of undernourished 
households. This is borne out by the various anthropometric surveys that have 
thus far been conducted. A nutrition status survey of primary schoolchildren in 
Colombo indicated that only about 5 per cent fully satisfied the nutritional 
norm.’ Of the rest, 43 per cent suffered mild undernutrition, 47 per cent 
moderate undernutrition, and the residual 5 per cent severe undernutrition. 
Thus, virtually all had some degree of undernutrition. 

Nutritionists have stressed that the root cause of low birthweight and 
infant and child malnutrition is the undernourishment of pregnant and lactating 
mothers. Recent studies in the District of Colombo by the Medical Research 
Institute revealed that nearly 1 in 3 young mothers was under 148 cm in height 
partly because of the intergenerational transfer of stunting and partly because 
of undernourishment in early childhood. The nutritional status of an individual 
is dependent on variables such as income level, fluctuations in food availability, 
prices of food and other goods, intrahousehold distribution, health factors, and 
environmental and sanitary conditions. Almost all of these variables are present 
in the case of urban poverty, and they combine to make the urban poor 
especially vulnerable to malnutrition. 

The government has identified maternal and child malnutrition, which has 
persisted to this day despite the reduction in infant mortality and the rise in life 
expectancy, as a national problem of very high priority. An integrated food and 


4. Marga Institute, "Nutrition Status Survey in the District of Colombo" (February 1988, wm 
graphed). 
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nutrition policy plan has been developed to deal with the problem. Policies and 
programs under the plan cover the urban and rural sectors alike. The nutrition- 
related programs, which especially benefit the poor include the food stamp 
scheme, the Janasaviya Program for poverty reduction, the Triposha supplemen- 
tary feeding program for undernourished mothers and children, the school 
midday meal, improved and expanded water supply, the program of assistance 
to construct toilets, health and nutrition education, improved day care centers, 
and more frequent school health inspections. The state has allocated a 
substantial investment of between 2 and 3 per cent of GDP for these programs. 

Government family planning programs are being implemented through an 
islandwide network of clinics while extension services are being provided by 
public health nurses, public health midwives and family health workers. Family 
planning has been integrated with other family health services and nutritional 
programs including the various services in maternal and child health care 

Although the urban sector benefits from all the national health, nutrition 
and family planning programs, the component relating to the urban poor is not 
specially designed to deal with some of the problems leading to the greater 
vulnerability of these groups. This is probably because, in the perception of 
policymakers, the problems in the rural sector affect a much bigger proportion 
of the poor population and therefore command greater attention. The national 
programs themselves are not effectively targeted and do not optimally use the 
available resources to alleviate the deprivation of the needy. The school welfare 
programs provide the same benefits to poor students, as well as to those from 
families that are not hard up. Programs such as the food stamp scheme, 
Triposha and Janasaviya have been weak in screening beneficiaries for 
eligibility. The Janasaviya Program, for instance, does not take into account 
household size or gradations of poverty in granting assistance. These deficiencies 
have been identified in several evaluations ofthese programs, and recommenda- 
tions have been made for their rationalization and restructuring. Although the 
government has made some attempts to implement them, they have proved 
futile, mainly because they have not been politically acceptable. 


Education and Skills Development. Asin the case of health services, the 
urban poor have access to the national education system. In 1992 there were, in 
all, 10,588 schools for general education at the primary and secondary levels, 
with a total student population of 4.2 million. The urban sector accounted for 
about 2,500 schools. Participation rates at the primary level were close to 100 


5. Marga Institute, "Resource Flow into Maternal Child Health Family Planning" (Kalutara District, 
1985, Mimeographed). 
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per cent, while at the secondary level the figure stood at 75 per cent. However, 
the expansion of the tertiary sector has been slow, with the participation rate 
estimated at around 4 per cent, which is quite poor in comparison even with that 
of developing countries that have higher rates of literacy and lower participation 
rates at the secondary level. This imbalance is being corrected by expanding the 
enrollment in the main universities and by establishing a network of employ- 
ment-oriented tertiary institutions. About 3,000 institutions (mostly urban- 
based) provide vocational training to secondary school leavers. This part of the 
system has special relevance for the development of the skills and income- 
earning capacities of the urban poor. 

Children of the urban poor have access to government schools, which are 
generally among the better equipped schools in the country and compare 
favorably with their rural counterparts. Poverty in itself does not present an 
insurmountable barrier, as students are given free textbooks, subsidized trans- 
port, free school uniforms, and a food stamp for the midday meal. Despite these 
benefits, a significant proportion of children in the urban slums and shanties 
remain unschooled. A study conducted in 1984 found that 19.3 per cent of 
children aged 6—8 and nearly 10 per cent of children aged 9-14 had never been 
to school; in addition about 22 per cent in the 6-14 age bracket had dropped out 
of school. The CFS data for 1986/87 reveal that about 8 per cent of the urban 
population of school age and over were illiterate. This included 2.2 per cent of 
the 6—10 age group, and 5.6 per cent of the 14—18 age group. The main reason 
given for not attending school is the "inability to provide basic requirements." 

The high rate of unemployment among school leavers has drawn the 
government's attention to the failure of the education system to orient itself 
adequately to the needs of the labor market and to produce school leavers who 
are employable. Consequently, vocational training and technical education are 
receiving high priority. A Technical and Vocational Education Commission has 
been established to plan and coordinate technical and vocational education in 
all sectors. As an innovation since 1988, children have been undergoing 
prevocational training in the form of instruction in “life skills" in the general 
education system. By 1990 about a third of the schools had already been brought 
into the program. Vocational training was provided to school leavers by about; 
750 government technical institutions scattered throughout the island. In 
addition, many NGOs also engaged in vocational training, ranging from well- 
established institutions providing formal courses to smaller bodies providing 
training of the nonformal type. It is estimated that there are about 3, 000 
institutions of various types and capacities active in the field of vocational 
training; in 1990 about 42,000 students were admitted to these institutions. Of 
these, the national apprenticeship program managed by the National Appren- 
ticeship and Training Authority is the largest, with an annual output of about 
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7,500-8,500 graduates, of whom more than half are craft apprentices who belong 
to a category normally recruited from urban low-income households. This part 
of the training and educational system will have to pay special attention to the 
task of skill development among the urban poor. Another neglected area is the 
informal urban sector, whose problems are dealt with in the next section. 


Relief to the Hard Core Poor. The discussion above has covered welfare 
programs in the areas of health, education, housing and poverty reduction to 
which the urban poor have access. Another important program is the public 
assistance program for the disabled and destitute. Assistance under this 
program is granted in the form of a monthly subsistence allowance to those who 
cannot work anymore because of poor health, old age, or disability, and to those 
families that have lost their sole income-earning member. Given the insecurity 
of the poor in the urban sector and the absence of family support to the category 
that is in need of special relief, this public assistance program has special 
relevance for the urban sector. It has been criticized on the ground that it is not 
properly targeted, and that, as a result, the assistance has been thinly spread 
and inadequate, and that sufficient attention is not being paid to the varying 
gituations of the beneficiaries and to the need for rehabilitation. The program, 
which is being evaluated by the government, will likely be restructured. 


Workforce and the Labor Market in the Urban Sector 


Size and Growth of the Urban Workforce. The data on the nature and 
functioning of the labor market in the urban sector are scant and fragmentary. 
There have been no regular surveys or detailed studies of the urban labor 
market, which is why its main characteristics can be derived only from 
aggregate data in socioeconomic and labor force surveys of DCS and the CFS of 
the Central Bank (Tables 10 to 12). 

According to the three censuses in 1963, 1971, and 1981, the share of the 
urban workforce in the total workforce, both employed and unemployed, rose 
from 19.4 to 22.2 per cent. The share of the employed workforce declined 
marginally by 0.5 per cent during the decade 1971-1980. In absolute size, the 
workforce has grown by only about 0.9 per cent. According to the 1985/86.LFSS, 
the urban employed workforce and the urban workforce including the unem- 
ployed accounted for 19 per cent and 20.3 per cent, respectively, of the total 
national workforce. The quarterly labor force survey for the first quarter of 1990, 
which was conducted with a newly designed annual sample of 10,000 housing 
units, estimated the share of the employed urban workforce at 16.4 per cent and 
the total urban workforce at 17.2 per cent. The data showed that, in absolute 
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size, the growth of the employed workforce in the urban sector was marginal 
with the addition of a mere 2,000 jobs in the period 1986/87 to 1990. 

However, the growth trends for the urban workforce that may be derived 
from those data should be treated with caution. First, the definitions used in the 
censuses and surveys are not identical and are therefore not strictly comparable. 
The coverage of the workforce in the 1981 Census differs from that of the 1971 
and 1963 Censuses. The 1981 Census grossly underestimated the employed 
workforce by excluding a certain category of casual workers, and this appears 
to have affected mainly the rural workforce. As the 1990 survey covered only the 
first quarter with its seasonal characteristics, the data are not comparable to 
those of the 1985/86 survey, which covered the first and second quarters. After 
the first quarter of 1990, no labor force survey was conducted in the Northern 
and Eastern Provinces owing to the unsettled conditions prevailing there, and 
for this reason the later surveys could not be used for comparison with national 
data. Second, the data do not completely identify the urban "workforce." They 
relate to the resident population in the urban sector who report themselves as 
employed and unemployed. Therefore, the trends derived from these data should 
be treated as only broadly indicative of the size and growth of the urban 
workforce. 

With those indicative trends the urban workforce appears to have been 
about 20 to 22 per cent of the total workforce. But, as already pointed out, these 
data were collected at the household level. The employed were enumerated as 
urban or rural according to residence and not according to place of work. There 
are two problems with this kind of classification. First, as stated earlier, the 
urban sector itself is administratively defined in a manner that excludes areas 
that are in fact urban. Second, all other data such as those on commuter 
transport indicate that a significant proportion of the workforce employed in the 
urban sector commute from their homes in the rural areas. Given both these 
factors, it is likely that the urban workforce is greatly underestimated in the 
figures derived from the survey data. When urban areas outside the administra- 
tive definition of the urban sector are included, planners estimate that the urban 
workforce is between 25 and 30 per cent and not 21.5 per cent as indicated in the 
1981 Census. When the workforce that commutes from the rural to the urban 
sector is added, the urban workforce may well be about 30 per cent of the total. 

However, all the other socioeconomic data on industrial growth and rural- 
to-urban migration tend to confirm the conclusion that the urban workforce has 
grown relatively slowly. The slow pace of structural change in the economy 
resulted in the sluggish growth of urban occupations and in the slow expansion 
of the urban labor market. For example, the manufacturing sector grew by about 
2.1 per cent during 1971-1980 and by 6.1 per cent during 1981-1990; for the 
entire 20-year period the growth rate was about 3.3 per cent. On the one hand, 
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the import substitution programs in agriculture in the new settlements 
promoted rural-to-rural migration; on the other, the social welfare policies ofthe 
government reduced rural-urban disparities and enhanced the well-being of Sri 
Lankans overall. Both sets of policies combined to contain the push and pull 
factors that normally lead to massive rural-to-urban migration in developing 
countries. Thus, the salient features of the urban labor market should be seen 
in this larger social and macroeconomic context. 

The urban unemployment rate was 19.5 per cent according to the 1985/86 
LFSS and 18.2 per cent according to the CFS data. The rate of unemployment 
for females was much higher than that for the males—27.9 per cent in the LFSS 
and 26 per cent in the CFS; this characteristic was true for the workforce in both 
the urban and rural sectors. The female participation rate and consequently the 
female workforce has been growing at a much higher rate compared with figures 
for males. This trend, which is likely to continue, has important consequences 
for employment and poverty-oriented strategies. 


Occupational Structure. Table.11 gives the structure of the urban work- 
force by broad economic sector. The largest share of urban employment is in the 
sector covering community social and personal services. Two aspects of this 
component are relevant in any analysis of the labor market: first, the sector is 
dominated by the services delivered by the state—apart from taking a share of 
26 per cent of urban employment, the urban component in this employment 
sector is as high as 41 per cent; second, this sector evidently has a strong urban 


Table 11: Percentage Distribution of Urban Employed 
Population by Major Industrial Group 








Major Industrial Group 1981 (%) 1985/86 (%), 
Agriculture, Hunting, Forestry, and Fishing 7.3 ] . 112 
Mining and Quarrying 0.4 0.7 
Manufacturing 14.9 19.8 
Electricity, Gas, and Water 0.6 0.9 
Construction 3. - '6.5 
Wholesale and Retail Trade, Restaurants and Hotels 22.1 20.5 
Transport, Storage, and Communication 9.0 7.8 
Financial, Insurance, Real Estate, and Business Services 2.6 3.8 
Community, Social, and Personal Services 26.6 26.6 
Activities not Adequately Defined | 12.8 ` 28 
All Industries 100.0 : 100.0 ' 





Source: Department of Census and Statistics. Kb ' ! 
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bias in that it creates employment both in the metropolitan areas of Colombo 
and Greater Colombo and in the provincial and district urban centers. Wholesale 
and retail trade came in second with 20.4 per cent of the total urban employ- 
ment and 38.7 per cent of the total employment in these services. This type of 
employment, which resides largely in the private sector, relies on a significant 
component of import and export trade. The urban sector is the gateway and 
point of entry and distribution for this trade. Third in order of magnitude is 
employment in the manufacturing sector, which accounts for nearly one fifth of 
total urban employment. 

Manufacturing covers a wide, heterogeneous range of production activities 
such as rural-based handicraft and artisan manufacture. This lowers the urban 
component, which is made up largely of modern enterprises. The government 
policy of locating enterprises in the rural sector such as large-scale state 
concerns has also been a major factor in distributing the employment in 
manufacturing outside the urban sector. A significant proportion (11.5 per cent) 
of the urban workforce is employed in agriculture and fisheries. This segment 
includes, first, the fisheries sector, a large proportion of which is located in 
settlements along the coast in the periphery of well-developed urban areas and, 
second, the small workforce engaged in market gardening and livestock 
enterprises in the urban periphery and in supplying the urban markets with 
vegetables and livestock products. 


Sources of Employment and Structure of the Labor Market. Table 12 
presents the distribution of those employed in the urban sector in relation to the 
source of employment and status of employment for the urban sample in the 
SES and CFS of 1986/87. 

An analysis of the distribution, together with the data in Table 11, enables 
us to derive the main characteristics of the urban labor market. The casual 
employees and the self-employed together account for 52 per cent of the urban 
workforce in almost equal proportions. Of this number, the majority are in the 
unorganized private sector. Permanent employees account for 40 per cent of the 
urban workforce compared with an average of 30 per cent for all sectors. The 
state sector (which includes the central government, public sector corporations 
and the local government) employs the major proportion of the permanent 
employees at 53 per cent, while the organized private sector employs 31 per cent. 
Unpaid family workers in the urban sector comprise a small proportion, 4.3 per 
cent, compared with the national proportion of 10.2 per cent. 

The informal labor market in the urban sector—the unorganized private 
sector—accounts for approximately one half of the share of employment, with 
the self-employed and the employers accounting for about 58 per cent of this 
segment, The employer category in the informal or unorganized sector accounts 
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for a small proportion of the permanently employed category in this sector. The 
informal sector appears to include a mini-enterprise sector employing an 
average of 2 or 3 regular employees, accounting for approximately 15 per cent. 

The sources of employment in the other half of the urban workforce are the 
state and the organized private sector. The absolute poor in the urban sector are 
not likely to be in these segments. The workforce in these two segments have 
regular employment, and their conditions of work are safeguarded through 
legislation and institutions. These include minimum wage boards, trade unions, 
a system of collective bargaining covering many of the large private enterprises, 
and a law that prevents the retrenchment of labor without prior approval of the 
Labor Commissioner. The labor component that could be affected is casual labor 
in these two segments. About 18 per cent of the total casual labor force in the 
urban sector belong to the two components, the state and the organized private 
sector, with the latter accounting for the majority. 

Although the formal, urban employed workforce does not contain any 
significant proportion of the urban poor, policies and practices that govern its 
growth and that provide access to it had an impact on urban poverty. The trade 
union movement under the leadership of parties from the left acquired 
considerable power both in the political system and in the intrafirm relation- 
ships with employers. The legislation restricting the freedom to retrench led to 
a bias towards capital-intensive technologies in the private sector and acted as 
a disincentive to investment and employment creation. Thus, unemployment 
contributed to the prevalence and persistence of urban poverty. 

According to the 1986/87 data, 13.8 per cent of poor households in the urban 
sector had unemployed members. In the state sector, a different situation 
prevailed. With expanded administrative services and the setting up of various 
enterprises, the government became a ready means of political patronage to 
relieve unemployment through the hiring of cadres in the bureaucracy. As a 
result, the public sector became overstaffed, inefficient, and costly to maintain. 
Although employment grew in the short term, government resources were 
strained, and the capacity of the economy for investment, growth, and 
employment generation suffered. This led to the persistence of unemployment 
and poverty. Therefore, employment policies in both the public and private 
sectors impeded the growth of a healthy urban labor market that responds to the 
supply and demand for labor and promotes the efficient mix of labor and capital. 

It is therefore not surprising that, within those constraints, the informal 
sector managed to be one of the major providers of employment. In the 1971 
Census, self-employed or "own account workers" comprised 11.7 per cent of the 
urban employed workforce, while in 1981 they accounted for 12.6 per cent. In 
1985/86 this segment had grown to 19.4 per cent, and in the 1986/87 sample 
they constituted 25.3 per cent of the urban workforce. Although, as stated 
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earlier, the survey data should not be treated as strictly comparable, they could 
be taken as indicative of the trends for own-account workers, particularly as the 
proportion of such workers in the 1985/86 survey is a part of the total urban 
workforce that has grown slowly. The liberalization of the economy that brings 
on an increase in the supply of imports increases the self-employment opportuni- 
ties in various economic activities such as transport, trade, and a host of 
services, as well as in small-scale manufacturing. 


Modes of Recruitment. Formal institutional mechanisms such as 
organized labor exchanges do not play an important role in the labor market, 
both formal and informal. The Labor Department established labor exchanges 
in urban centers to register the unemployed and find employment for them. But 
with the rapid escalation of unemployment in the 1950s and 1960s these could 
not function effectively and fell into disuse. The government then established 
"job banks," which gathered information for job seekers mainly in lower grades 
in the public sector. This method, however, led to serious political abuse and was 
replaced by recruitment through open, competitive examination. 

The private sector, meanwhile, has adopted its own methods of recruitment. 
Large firms usually advertise in national dailies, while other firms hire 
management groups to do the recruiting for them. Recruitment methods 
employed by these groups are governed by criteria of skill, knowledge, and 
aptitude, as firms in the private sector require an efficient workforce. 

Smaller firms and enterprises in the informal sector employ family 
members and others who form a part of their social networks. For casual labor 
similar informal networks play an important role in recruitment. This is 
particularly true of the informal component of the construction industry. In 
certain activities such as the hauling and transport of goods, work in construc- 
tion sites and in vegetable wholesale markets, casual laborers congregate and 
make themselves available for hire. In such locations casual labor is better 
organized with leaders who are in charge of labor groups. The arrangements 
reached in these areas are market-driven and normally work satisfactorily. 
However, in certain segments of the skilled and unskilled labor market such as, 
for example, the market in electrical, plumbing, masonry, and other services 
needed by households, there is room for a better flow of information that 
matches the availability of labor and the demand for it. The absence of such 
mechanisms to link supply and demand has affected skill development and 
vocational training, which at present are not adequately responsive to the 
changing demand in the labor market. 

The demand for casual labor, especially for services needed by madle class 
and upper middle class households, is high, but the supply cannot be readily 
identified and obtained. A recent study on the informal sector in construction 
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examined the problems of matching supply and demand in this segment and 
suggested ways of improving the flow of information from the supply side to the 
demand side to improve the efficiency of the labor market in the informal 
market. Similar improvements are needed in the information flow of the urban 
informal] labor market as a whole. This will ensure regularity of income to those 
already in casual or self-employment and also identity - new employment 
opportunities for the unemployed. 

As stated earlier, the urban poor are mostly, if not eee in the lower end 
of the urban informal sector comprising casual labor and are made up of those 
self-employed in activities where incomes are irregular and low. Improvements 
in the functioning of the labor market will benefit both casual labor and the self- 
employed who provide services based on their skill and labor, and will be helpful 
in reducing urban poverty. 


Informal Sector: Growth and Composition. The informal labor market 
has been the outcome of a combination of factors. First, it was the means of 
generating livelihood in a context in which the slowly growing formal or 
institutional sector was unable to absorb the increasing urban workforce for 
reasons already discussed. 

Second, on the supply side, the informal labor market contained the 
workforce that did not possess the formal training and skills generally required 
by the organized sector—dropouts from primary and secondary education and 
those with informal on-the-job training and skills developed through apprentice- 
ship in small workplaces. These workers have to be employed either on their 
own account or as members of groups of persons in informal economic activity. 

Third, the informal sector has also expanded through its linkages with 
formal enterprises, particularly in trade, manufacturing, and services. The two 
economies—formal and informal—co-exist rather than compete with each other, 
and complement rather than supplement each other. Informal enterprises often 
provide less expensive and acceptable alternatives to formal enterprises; and 
where formal and informal firms provide the same product or service, their 
marketing strategies vary and the price and quality of their products are distinct 
from one another. Their clientele may be differentiated by economic or social 
class, although the vast majority of Sri Lankans patronize the informal economy 
to a greater or lesser degree. Formal firms often sub-contract jobs with informal 
firms for partly or nearly finished products such as furniture, garments, inputs 
for manufactures, and a multiplicity of services. Many informal enterprises are 
in fact by-products of the formal sector. Thus, far from overwhelming the 
informal economy, the recent growth of Sri Lanka’s formal sector has generated 
anew impetus, provided new opportunities, expanded markets, and created new 
needs for informal activity. 
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Fourth, the informal labor market has been able to thrive and grow because 
it has found economic niches in which it has a competitive advantage. Many 
goods and services of the formal market that are considered beyond the reach of 
the middle and lower income classes are provided by informal enterprises. They 
are able to effect economies in the use of capital, and their overhead costs are 
minimal and labor productivity higher, enabling them to produce goods and 
services more cheaply than a formal organization. 

Lastly, the informal sector is a continuously evolving one, responding to 
changing opportunities in the economic environment, as might be expected. For 
example, the itinerant vendor is less visible in the city, while the pavement 
hawker continues to ply his trade. The rickshaw drawn by a human has been 
replaced by the motorized trishaw. For decades lunch carriers on bicycles 
collected meals from office workers’ homes and delivered them to their offices, 
and this system was facilitated by the highly organized “lunch plate clearing 
house” in a residential area in Colombo. Today, the sale of lunch packets pre- 
pared in home-based catering establishments has virtually replaced the system. 

The informal component of the urban economy, which is multisectoral, has 
a wide range of economic activities. It is possible to identify an informal 
component in almost all the main sectors of an economy. For this reason, it is 
more appropriate to refer to it as the informal economy, which is an underlay of 
the formal economy. A separate survey of the informal economy in Colombo 
estimated the informal self-employed component of labor at about 20 per cent of 
the total in the city. The informal activities surveyed include agriculture and 
fishing, manufacturing, construction, trade, transport, and services. The 
informal sector in Colombo is dominated by trade (including restaurants and the 
like). Of the informal sector units in Colombo, about 63 per cent were in trade 
and 20 per cent in services. Manufacturing accounted for less than 5 per cent, 
while transport made up 8 per cent. While it is likely that informal manufactur- 
ing activity increased in recent years, the overall sectoral distribution of 
informal enterprises in the urban sector remains unchanged. Most of those in 
the informal economy were engaged as vendors of perishable commodities such 
as vegetables, fruit, and fish. The services category included unskilled labor of 
various types, and skilled workers such as electricians, plumbers, carpenters, 
masons, motor mechanics, and cobblers. The few engaged in manufacturing were 
mainly in home-based industries such as food catering, preparing lunch parcels, 
and tailoring, and in small manufacturing units producing items such as 
jewelry, joss sticks, shoes, clothes, and woodcraft. Those in transport had 
nonmechanized pushcarts and trolleys, and mechanized trishaws and private 
vehicles. Mechanized transport has grown considerably in recent years. 


8. Marga Institute, The Informal Sector of Colombo City, Marga Research Studies No. 7 (Colombo, 1979). 
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Financial services and brokering have also formed an important informal 
activity. Informal lenders in urban areas provide financing for a wide range of 
economic activities from petty trade to large investments in unincorporated 
firms. Informal brokering has been an intrinsic feature of business in Pettah. 
Brokers, who are a storehouse of information on Pettah’s businesses, are relied 
on by many wholesalers for the conduct of their trade. The dark side of the 
urban informal sector exists in the form of illegal activities such as gambling, 
prostitution, trade in narcotics, and the market for stolen and smuggled goods. 
This sector of the informal economy often draws a lot of attention, elicits the 
least information, and perhaps accounts for a small proportion of informal 
employment, if all informal economic activities are taken into account. 

In terms of size, the large majority of informal units in the city—some 85 
per cent—were being run as single-individual enterprises. Where outside labor 
was engaged the number was generally limited to 1 or 2 persons. The survey 
disclosed that the informal sector in Colombo was dominated by males, who 
comprised some 88 per cent of the total. The majority of the participants in 
informal activities had, on the average, 5—9 years of schooling, although their 
educational level was lower than that of new entrants to the labor force. The 
average age of the male participants was around 35 years, while women tended 
to be around 45 years. It is interesting that, while the bulk of Colombo’s 
unemployed were from the age group under 25, they were not absorbed into the 
informal sector, which demands self-reliance and enterprise, attributes not 
adequately developed in the prevailing educational system. Further, the low 
social status of informal sector occupations, along with complex socioeconomic 
interrelationships within the sector, also tended to discourage and restrict the 
entry of younger people. 

Unlike in other developing countries, Sri Lanka’s informal economy does 
not consist of a large migrant population, as migration to the city itself has not 
been a significant feature. In the survey of Colombo City that has been cited, the 
migrant population among the informal units was estimated at around 14 per 
cent, most of whom (70 per cent) had migrated more than ten years ago. 
Informal enterprises in Colombo are also distinct because of their resilience, 
with most enterprises having been active for more than five years. There is 
evidence that many informal small-scale businesses and industries that thrived 
in Sri Lanka between 1970 and 1977 when there was an import substitution 
strategy were unable to survive after 1977, when the economy was liberalized 
and free imports were permitted. In fact, microenterprises in the informal sector 
suffered severely with the drastic changes in policy, as their limited resources 
did not enable them to shift their production to new ventures. 

Most informal enterprises (about two thirds) operated from a fixed location, 
although many were located in open areas with no permanent structures, such 
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as fruit selling. Only about a third of the informal units operated under some 
form of permanent or semipermanent structure. Notwithstanding the concentra- 
tion of informal sector activities in trade and services and the small capital 
investment in the form of premises, the participants in this sector seem to have 
done reasonably well. Their average daily income compares favorably with the 
average daily earnings of workers in large-scale manufacturing, although there 
is considerable variation in earnings between the bottom 25 per cent and the top 
10 per cent of income earners within the informal economy. Reliance on formal 
credit institutions for the capital requirement of informal units is very limited, 
although informal credit forms an important source of finance. The majority of 
informal entrepreneurs rely on their own sources or those of friends and 
relatives. 

A large proportion of enterprises continue to remain informal both by choice 
and by necessity, on account of constraints that they are unable to overcome. 
These enterprises do not wish to expand as it may require a delegation of 
responsibilities and methods of supervision and accounting for which they are 
not equipped by education and training. They continue to remain outside the 
formal sector in order to avoid the requirements of conforming to official 
requirements of completing forms, submitting tax returns, having their accounts 
audited, paying Employment Provident Fund contributions, and paying the 
Business Turnover Tax. 

The socioeconomic structure of the informal economy, however, places 
restrictions on entry, as, for instance, with the levying of a kappang (fee) by 
those who control areas. Moreover, the informal network operates in a sort of 
patron-client relationship with regard to new entrants into specific trades. If 
such contacts were unavailable it would be difficult for newcomers to gain a 
foothold, let alone establish themselves. The structures of power that operate 
within the informal sector are often quite ramified. The gangs that engage in 
ilegal activities often exercise control over other activities and engage in 
extortion. Intermediaries who control illegally occupied state land function as 
landlords and "rent" locations. 


Policy Support for Informal Labor Deployment. Policymakers in Sri 
Lanka have recognized the important role that the informal sector plays in 
economic growth, particularly in promoting self-employment and microenter- 
prises. Interventions to support and develop the sector will have to be sensitive 
to its special needs. There are, however, several constraints under which such 
interventions will have to operate. 

Informal activities often contravene many regulations imposed in the 
interests of sanitary and health requirements, city zoning, traffic regulations, 
and environmental pollution control. Therefore, policy interventions will have 
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to be selective in order to assist informal enterprises in improving their 
technology, controlling pollution, and relocating where feasible. The appropriate 
upgrading of technology could be the most effective means of enabling informal 
enterprises to continue operating and to conform to environmental criteria. 
There has been no systematic effort to substitute such promotional strategies for 
normal regulatory action, and this could lead to the demise of informal 
enterprise. Another common approach has been to improve the infrastructural 
facilities (electricity, water, etc.) available to informal traders and retailers of 
goods and services. The experience of Sri Lanka in this area, however, has been 
mixed. In some instances the capital costs have just been too high; consequently, 
rents and service charges in the new premises have gone beyond the levels that 
earlier had kept informal enterprises viable. In some cases, the move to new 
locations ignored the fact that the markets upon which the enterprises depended 
were specific to the old locations. 

One of the more effective strategies for promoting and supporting the 
informal sector is the development of its links with the formal sector. These links 
include the marketing of products by the formal sector, sub-contracting, credit, 
and technical assistance to improve quality and productivity. A successful 
example is the handicraft sector, where formal marketing organizations are 
linked to small producers. This has helped producers to improve product design 
and quality, and to diversify production to enhance the increased demand for 
many commodities produced by informal enterprises, such as brassware, 
silverware, jewelry, batik materials, handicraft, and coir products. 

The lack of institutional credit is one of the more critical problems faced by 
informal enterprises. Entrepreneurs are mostly dependent on informal sources 
of finance, such as professional money lenders, traders, landlords, friends, and 
relations. Many trading activities and financial requirements of informal 
enterprises are met by daily or weekly borrowings from such lenders at very 
high cost. 

There have been several efforts to service the small borrower through 
adaptations in institutional lending. The first experiment was the establishment 
of Cooperative Rural Banks (CRBs) in 1964 under the auspices of the People’s 
Bank. Over one thousand CRBs were established throughout the country, and 
they were able to mobilize savings amounting to over Rs 2 billion. Their 
lendings, however, were less than half of their deposits and were provided only 
for limited purposes. 

In 1985, Regional Rural Development Banks (RRDBs) were established to 
enter a segment of the credit market being avoided by other commercial banks 
and normally serviced by informal lenders. By the end of 1991, fifteen RRDBs 
with 124 branches had been established. Unlike CRBs, RRDBs lent more than 
their deposits. About 45 per cent of their loans were for agriculture, 15 per cent 
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for small industry, and 23 per cent for trade and business. The evidence 
indicates that many informal enterprises obtained funds from them. 

In October 1988 a novel scheme was inaugurated in the informal sector 
whereby the two state banks were to lend to agents who, in turn, were to re-lend 
to small borrowers known as Praja Naya Niyamaka (PNN) under specified 
terms. Apart from the PNN scheme, several other attempts were made to link 
formal and informal finance. Notable among these was the development of Thrift 
and Credit Societies with a network of institutions covering most parts of the 
country, which have accumulated total savings of about Rs 5.8 billion.’ The 
most recent effort is the Janasaviya Trust, which has been established by the 
government with assistance from the World Bank as a part of the poverty 
reduction program. The Trust provides credit to low-income borrowers for 
investment in microenterprises and operates through partner NGOs, which act 
as intermediaries to assist and support borrowers. 

Those initiatives, however, have been designed and directed mainly to meet 
the needs of the rural informal sector. Their impact on the urban informal sector 
has been relatively marginal. Recently, initiatives in the rural sector such as 
thrift and credit societies and other schemes based on group lending have been 
successful in reaching a small proportion of poor households. The social 
characteristics, ethos, and socioeconomic activities of poor urban communities 
are often not conducive to innovative adaptations of institutional lending, which 
have begun to function relatively well in rural communities. Contiguity, 
proximity, stable residential habits, and homogeneity of occupations, as well as 
existing community organizations in the rural sector, facilitate group formation 
based on trust and solidarity. The kinship system in village communities also 
contributes to stable interhousehold and intercommunity relationships. These 
features minimize the risk of lending while enhancing the chances of success 
and sustainability of group lending schemes. 

In the urban sector, the need for credit arises in activities that are 
predominantly in the tertiary and service sectors and that are often conducted 
in makeshift premises, e.g., street vending, hawking, and itinerant trading. 
These activities are usually very small operations carried out by people with no 
permanent house in a slum or shanty-town. It is common knowledge that some 
of the income-earning activities of the urban poor are extra-legal and that the 
operators of the business concerns prefer to work alone. Thus, the characteristics 
of the urban communities are not very conducive to the types of innovations that 
have been successful among the rural poor. The Federation of Thrift and Credit 


7. International Development Support Services, The Sanasa Movement: The Growth and Development 
of Sri Lanka’s Thrift and Credit Cooperative Societies, vol. 1 (1980). 
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Cooperative Societies, which recently initiated an urban sector lending program 
(after discussions with FTCC officials), has encountered difficulties arising from 
a lack of trust and collective interest among the urban poor, the absence of 
specific production lines, the lack of permanent abodes, and a general tendency 
towards individual activity rather than group formation. The risk factor was 
much higher even when groups were organized, and it was only when some kind 
of common trade could be identified that group activity became feasible. 
Nonetheless, a number of foreign-funded NGOs intervened successfully in slum 
communities in Colombo and Kandy (e.g., Save the Children U.S., Save the 
Children U.K., Redd Barna). Other local NGOs also moved to small areas and 
adapted the rural experience in non-institutional credit systems. The PNN 
scheme of the People’s Bank continues to be active in some urban pockets such 
as marketplaces, and also among fish vendors and traders with a common 
occupation that can be pinpointed by PNN. By and large, women’s groups appear 
to be more favored by NGOs in this regard. 


Impact of Development Strategies and Policies on Urban Poverty 


State-Regulated Economy Period 1970-1978. The development 
strategies and policies that have prevailed in Sri Lanka during the last three 
and a half decades fall broadly into two phases, the decisive turning point being 
the policy reforms that took place from 1977 onwards. In the earlier phase the 
country moved progressively toward an economy increasingly controlled and 
regulated by the state. The new subsectors that were developed both in 
agriculture and manufacturing were based primarily on import substitution and 
operated under heavy protection from international competition. All imports and 
exports were subject to licensing, and the state allocated foreign exchange 
resources through a budget, which it managed. Further, all new investments 
had to be approved by the state. 

During 1970—1978 the government intensified further the system of state 
control and regulation of the economy that had already been firmly established 
during the 1960s. The state expanded its ownership and control of the economy 
by nationalizing private enterprises such as tea, rubber, and coconut planta- 
tions. These policies, compounded by the problems caused by crises in the 
international economy during this period, adversely affected the Sri Lankan 
economy. The average GDP growth rate during 1970-1977 was about 2.6 per 
cent. The share of manufacturing in GDP dropped from 16.6 per cent in 1970 to 
14.6 per cent in 1978. The share of the urban sector declined marginally between 
the two censuses in 1971 and 1981. In 1978, the rate of unemployment in the 
urban sector was estimated at 20.7 per cent of the workforce compared with 14.6 
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‘per cent in the rural sector (1978/79 CFS). During 1960-1977 the problems of 
slow growth and unemployment in the urban sector worsened. However, during 
that same period the government invested heavily in the development of human 
resources. Nationwide social welfare programs in health, nutrition, and 
education were supported by policies that controlled the rise in the cost of living 
through a wide range of subsidies, administered prices set by state enterprises, 
and various other state interventions. All this provided a social safety net for the 
low income groups. The annual average rate of inflation during 1952—1975 was 
contained at about 3 per cent. 


Economic Reforms of 1978. The development strategies implemented 
during 1978-1991 can be considered under two major components for their 
impact on the urban sector. These are, first, the package of macroeconomic 
policies that progressively liberalized the economy and, second, the public 
investment and expenditure program. In its first national budget, the govern- 
ment that came into power in 1977 announced several far-reaching changes in 
economic policy. The rupee was devalued to a realistic level, and the dual 
exchange rate system was replaced by a unified rate managed as a floating rate 
in relation to international currency movements. The system of import controls 
that had functioned through foreign exchange allocations, trade quotas, and 
licenses was dismantled for the large majority of traded items. This was followed 
by a relaxation of exchange controls. At the same time, the government initiated 
the process of reforming the tax and tariff systems. Consumer and producer 
subsidies were progressively eliminated, and price controls and the use of 
administered prices were discontinued in a move towards a market economy. 

With economic reforms, Sri Lanka was able to mobilize a higher level of 
external assistance from both donor countries and multilateral institutions. The 
level of external resources needed was negotiated annually with the donors and 
international institutions. Macroeconomic measures and targets relating to the 
current account surplus of the balance of payments and the overall budget 
deficit were set in relation to the resources that would be available. These 
formed the policy framework under which the economy was managed. 

Shortly after the reforms, a large flow of external resources substantially 
increased Sri Lanka’s import capacity. The reforms did not necessitate any 
cutbacks on consumption and investment, which normally accompany such 
structural adjustments. In fact, the increased flow of imports helped to bring 
unused capacities into production as in the manufacturing sector and to finance 
a much larger volume of public investment. Consequently, the government was 
able to manage the balance of payments with progressive adjustments of the 
exchange rate together with moderately restrictive monetary policies. The rupee 
fell in value from Rs 15.61 to the U.S. dollar to Rs 30.70 in 1987, Rs 40.00 in 
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1990 and Rs 48.00 in 1993. Along with other monetary instruments, the Central 
Bank periodically adjusted the bank rate and the reserve ratio to keep the 
money supply under control and to limit the expansion of credit. Nevertheless, 
there were periods when money supply expanded at an annual rate exceeding 
20 per cent. 

Fiscal policies and the management of the budget were the weakest part of 
the reforms. Despite the target set for the reduction of the overall budget deficit, 
the government continued to run large budget deficits after 1978 except on a few 
occasions. Very often it was unable to balance recurring expenditures with 
revenues, thus incurring sizable current account deficits. This meant the non- 
accumulation of public savings. The government’s capital budget was financed 
entirely out of borrowings, both domestic and foreign. The government resorted 
to borrowings from the Central Bank, fanning inflation in the process. It 
borrowed heavily from the National Savings Bank, the State Insurance 
Corporation and the Employment Provident Fund, using domestic savings that 
should have been made available to the private sector. 

In the social sectors, a large part of the social welfare program was kept 
intact. The state continued to provide free educational services and free health 
care. The food subsidy that had been enjoyed by the entire population, with the 
exception of a small income tax-paying segment, was restructured and replaced 
with a food stamp scheme meant to benefit the poorer half of the population. 

The new policies were also directed at enabling the private sector to play a 
key role in investment and growth. The state decided to withdraw from 
commercial and industrial enterprises and initiated a program of privatization 
of state enterprises beginning with public passenger transport. A new frame- 
work of incentives was provided to stimulate domestic private investment and 
attract foreign investment. A free trade zone was established, which by the end 
of 1984 had 61 enterprises providing employment to a workforce of 30,000. 
However, the stimulation of domestic private investment and direct foreign 
investment, as well as the privatization of state enterprises, was not executed 
with vigor and faltered during the first phase of liberalization. 

As a result of those policy changes, the economy, which was stagnating in 
the 1970s, had a shot in the arm. The rate of growth during 1978-1984 averaged 
6.1 per cent. Unemployment was estimated to have declined from about 22 to 14 
per cent during this period. The manufacturing sector began to record higher 
rates of growth than in the past, and the share of manufactured exports rose 
from 14 per cent in 1977 to 34 per cent in 1984. Of the new manufactured 
exports, textiles and garments accounted for the largest share. Tourism 
expanded rapidly, with tourist arrivals increasing from 150,000 in 1977 to 
400,000 in 1982. Further, the remittances of Sri Lankans working abroad 
increased from $20 million in 1977 to $350 million in 1987. 


Urban Poverty in Sri Lanka 195 


Public Investment and Expenditure. The large increase in external aid 
enabled the government to increase public investment to unprecedented levels. 
From an average of 7.7 per cent of GDP during 1970-1977, public investment 
rose to an average of 16.6 per cent during 1978-1984. The public investment and 
expenditure program of the government continued to give high priority to 
domestic agriculture. The multipurpose river diversion project—the Mahaveli 
Scheme—was accelerated, and the capital investment poured into it proved by 
far to be the largest ever made on any single project. It had absorbed approxi- 
mately Rs 52 billion by 1990, in the process increasing the cultivable area under 
rice by approximately 12 per cent, contributing 18.5 per cent of rice production 
and adding approximately 600 megawatts to the country's installed capacity for 
power generation. Thus, it benefited both the rural sector and the expanding 
modern sector, where the demand for electricity was growing. 

In the urban sector the government undertook a major construction 
program, which included the Parliament complex, two investment promotion 
zones, and a housing project. It also promoted a program for commercial urban 
development by the private sector. Consequently, during 1978—1982 the 
domestic construction sector experienced an annual rate of growth of 10.4 per 
cent, generating almost 300,000 new jobs. There was a similar increase in the 
investments in economic infrastructure—roads, water supply, telecommunica- 
tions, and power. Investment in the expansion of the power supply was included 
in the Mahaveli project. The total allocation for water supply schemes came to 
only Rs 153 million in 1970-1977 but rose to Rs 1,458 million in 1978-1981. 
Even after allowing for inflation, this increase was substantial. These public 
investments, which were a part of the government's strategy to promote 
industrialization and attract foreign investment, were directed at improving and 
expanding urban infrastructure. 


Setback during 1983-1989. The economy, whose restructuring was under 
way, suffered a setback as a result of the communal riots of 1983 and the 
prolonged military conflict that followed. At the same time, persistent structural 
problems in the economy were not given adequate attention. The privatization 
program was moving too slowly, and the management of the government budget 
was not achieving the main objective of reducing the large deficits. These 
macroeconomic management problems and widespread civil disturbances 
lowered the rate of economic growth to an average of 3.1 per cent for 1984—1989. 
Unemployment rose to 17.4 per cent in 1987. Government also became 
concerned that the benefits of the new policies were not reaching the poor in 
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adequate measure fast enough and decided that more direct interventions to 
reduce poverty were necessary. For example, inflation had reduced the real 
value of foodstamps to one third by 1988. The removal of subsidies also caused 
hardships for certain disadvantaged segments who could not avail themselves 
of the new economic opportunities brought on by liberalization. 


Restructuring after 1988. New initiatives were taken in the period 
following 1988 both to accelerate the process of restructuring and to address the 
problems of poverty and the adverse social impacts of liberalization. The restruc- 
turing program included administrative reforms that were expected to (i) reduce 
the number of cadres in the public service; (ii) accelerate the privatization 
program; (iii) institute further tax and tariff reforms to improve the incentive 
framework and enable the market to function more efficiently; (iv) restructure 
the public expenditure program to improve the efficiency of public investment 
and reduce the budget deficit as a share of GDP; (v) eliminate most of the 
remaining subsidies; and (vi) reform the financial sector, particularly the 
commercial banking system dominated by the two state banks, which were 
functioning inefficiently. 

The policies and incentives for industrialization were strengthened. A new 
strategy was formulated in which export-led industrialization assumed the main 
role in economic growth and employment creation. The framework of incentives 
and the administrative system relating to investments, both foreign and 
domestic, were streamlined. The main thrust of all these reforms was to enhance 
the international competitiveness of the Sri Lankan economy. 


Social Welfare and Poverty Reduction. Along with the restructuring 
of the economy, the government implemented welfare measures and a program 
of poverty reduction. The social welfare measures included free school textbooks, 
free midday meals to schoolchildren, and free school uniforms. These benefits 
were made available to all regardless of income. For the poor households with 
schoolchildren the benefits constituted a significant transfer of income. In 1989, 
the government initiated the Janasaviya Program under which families belong- 
ing to a specified income level received a monetary grant for a period of two 
years. And to increase the income-earning capacity of such families, the 
government issued to them capital entitlement certificates worth Rs 25,000, 
which they could use as collateral in borrowing from the banks. The welfare 
schemes and the Janasaviya Program covered both the urban and rural poor. 
However, the income criterion and the way in which it was applied were more 
favorable to the poor in the rural sector, where incomes from self-employment 
could not be easily verified. 


Urban Poverty in Sri Lanka 197 


The other national program that had an impact on the living conditions of 
the low-income groups was the "million housing program" initiated in the early 
1980s. This replaced the very costly program of house construction undertaken 
during 1978-1981. This program was followed by a "1.5 million housing 
program" with similar objectives. 


Impact on Urban Employment and Income. The impact of economic 
reforms and development strategies on the low-income segments of the urban 
population can be examined in four ways. First, we can examine the effects that 
the strategies might have had in accelerating the growth of the urban sector and 
its economy as a whole and generating urban employment. Second, the move- 
ment in real wages would indicate the impact of the policies on wage earners in 
the lower income deciles. Most of these income earners and their households, 
however, are above the absolute poverty line, but those at the lower end could 
be pushed into poverty. Third, any increase in the number of self-employed, who 
constitute the bulk of the informal sector, would also reflect greater economic 
activity among the urban poor. Finally, we need to examine how the safety nets 
provided by the state—free education and health care, housing assistance, the 
food stamp scheme, and the Janasaviya Program -helped the urban poor. 

The macroeconomic policies and the public investment program had a more 
significant impact on the growth of the urban sector than policies in the preced- 
ing period. The policies for the development of domestic agriculture and the 
rural sector continued to maintain and strengthen the processes that produced 
the rural-urban balance. The urban sector did not therefore witness any major 
pressures of rural-to-urban migration, which aggravate urban poverty. The 
growth of the industry sector directly benefited the urban sector. The average 
annual rate of growth of industrial output during 1978-1988 was 7.5 per cent 
compared with the average rate of growth of 3.5 per cent achieved during 
1970-1977. The rate of utilization of industrial capacity also rose from 39 to 74 
per cent during the same period. The value of industrial exports grew to 50 per 
cent of the total value of exports in 1988, compared with 14 per cent in 1977. 
Construction in the urban sector, which saw large-scale projects in the commer- 
cial and industrial sectors, as well as the erection of new government buildings, 
also expanded rapidly, generating new employment. The data in the preceding 
section do not reflect the absolute increase in the workforce employed in the 
urban sector, aa they were gathered in relation to residence data. Therefore, 
inferences will have to be drawn from the overall figures on employment and 
unemployment. According to available estimates, the employed workforce 
increased by 1.88 million between 1976 and 1990. The total number of 
unemployed fell from about 1 million in 1976 to 800,000 in 1980 but rose again 
to about 1 million in 1990. The unemployment rate fell from 20 per cent in 1976 
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to 14.4 per cent in 1990. Between 1981 and 1990 the rate of urban unemploy- 
ment dropped from 19.2 per cent in 1981 to 18.5 per cent in 1990 and further to 
17.8 per cent in the first quarter of 1991. 

At the same time, the liberalization of the economy and the rapid increase 
in trade resulted in the expansion of the type of economic activities that helped 
the urban informal sector to grow and create employment. Petty trade and 
self-employment of various types flourished. The share of the self-employed in 
the total workforce grew rapidly. The privatization program in public passenger 
transport created a large self-employed sector made up of people owning one or 
two vehicles. Since 1957, the road passenger transport system has been owned 
and managed by the government through a public sector corporation, the Ceylon 
Transport Board (CTB). In 1978, the government allowed the private sector to 
invest in road passenger transport; ten years later, road passenger services were 
equally shared by the government-owned CTB and privately operated omnibus 
services. In 1987, CTB operated approximately 5,000 buses, which logged an 
estimated 14.5 billion passenger kilometers, while the private sector operated 
12,000 buses with an estimated 14 billion passenger kilometers. In 1988 the 
government began to privatize all state-owned road passenger services. Another 
segment of passenger transport—low-cost three-wheelers run by owner- 
operators—also expanded rapidly, adding to the informal sector employment in 
the urban sector. The liberalization adversely affected to some extent the 
employment and economic activities that were dependent on import substitu- 
tion, but the reduction in unemployment indicated that, overall, the adverse 
effects were more than offset by the new activities that were generated. 

Another development that benefited the low-income groups was the 
migration of workers to Middle East countries. A large proportion of these 
migrants from the low-income urban sector consisted of manual workers and 
housemaids. The government adopted policies that facilitated their migration 
and encouraged the remittance of foreign earnings. 

The average annual rate of inflation from 1977 to 1990 calculated with the 
Colombo Consumer Price Index was approximately 13 per cent, a figure 
significantly higher than the rates that prevailed in the preceding period. 
Inflation was particularly hard on wage-earning classes, who constituted the 
largest segment of the urban employed. Table 13 gives the data on the wage 
indices of urban sector employees in the Wage Board Trades, namely, industry 
and commerce, and services. As stated earlier, it is not households in these 
classes with regular wage incomes that are likely to fall into the category of the 
absolutely poor. It.is the casual workers that constitute the more vulnerable 
group among the wage earners.  . 

Table 13 shows that during 1978-1990 the real wage rate of Sore in 
industry and commerce fell by 10 points, whereas that of workers in services 
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dropped by 36.5 points. Overall, however, the wage rate index of all trades 
increased because of the growth in the agriculture sector, which benefited 
mainly rural and plantation workers. 

However, the data in Table 13 show minimum wages. Market wages are 
often higher, with the take-home pay including other payments such as for 
overtime and shift allowances. Sufficient data are not available on the trends in 
actual wages to determine how real wages fared in conditions of high inflation. 


Table 13: Nominal and RWAL Wage Indices for Workers in Wage Boards, 





1978/90 (19782100) 
Industry and Commerce Services All Trades ` 
Year Nominal Real Nominal ` Real Nominal Real 
1978 . 100.0 100.0 100.0 100.0 100.0 100.0 
1980 188.8 105.4 130.5 98.9 147.3 111.1 
1985 208.9 86.9 190.7 81.3 247.9 105.8 
1990 876.5 89.9 267.8 63.5 453.5 107.6 


Source: Central Bank of Sri Lanka, Annual Reports. 


As mentioned earlier, the safety nets provided by the state’s countrywide 
social welfare programs reached the urban poor on an equal footing with the rest 
of the population. For example, the same income criteria were applied to the 
provision of food stamps and to the Janasaviya Program; differentials in the cost 
of living as between urban and rural were not taken into account for either the 
cut-off point or the value of the food stamps. Rural beneficiaries, on the other 
hand, could more easily claim eligibility, as nonwage incomes were more difficult 
to verify. Rural households, as producers, made some gains from inflation that 
were denied to urban wage earners. The urban poor, however, had better access 
to the state’s health and educational facilities in the urban sector. 


Policies for the Development of Urban Infrastructure. During the 
1980s and early 1990s the government implemented a set of urban policies and 
strategies designed to promote regional development and to achieve better 
spatial distribution of urban growth. The government also paid attention to the 
need to create a sound financial base for main utilities such as electricity and 
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water supply to sustain the expansion and improvement of urban infrastructure. 
These objectives were linked to the strengthening of the revenue base of local 
government institutions and their capacity to provide the required infrastruc- 
ture. Both the reduction of urban poverty and the improvement of the quality of 
life in low-income habitats depended a lot on the successful implementation of 
these policies. 

In 1988. the bureaucracy underwent a far-reaching change with the 
establishment of Provincial Councils that were vested with powers to develop 
the provinces. The new system encouraged efforts at industrial and urban 
development in the provinces and districts that were likely to have a significant 
impact on the spatial pattern and distribution of urbanization that would 
emerge. The objective of industrial policy was to encourage of the growth of 
industries in regions outside the areas that had already been industrialized, 
thereby reducing the economic disparities that existed between the more 
developed and backward regions of the country. 

As part of this strategy, the government realized the need to develop a 
number of secondary towns as regional centers. This was also considered essen- 
tial for establishing linkages between large producers in major towns and small 
producers in rural areas. The Secondary Towns Development Program consisted 
of two components. First, it included several regional centers that had signi- 
ficant growth and employment potential and forward and backward linkages to 
their agricultural hinterlands. The second component included the smaller town 
centers that had lower growth potential but required improvements to perform 
their functions as centers of agricultural marketing, trade, and servicing. 

The government is also implementing a program that addresses the 
fundamental problems of urban sector institutions such as Municipal Councils 
and Urban Councils. This program aims at enhancing the managerial capabili- 
ties of all urban local authorities (ULAs) by improving their budgetary systems, 
accounting procedures, service delivery capacities, and their handling of urban 
affairs. To enable ULAs to carry out their responsibilities on a self-financing 
basis, provision has been made for installing the necessary planning systems. 

The other major policy change relates to the financing of utilities. Cost- 
recovery tariff svstems were implemented in all services such as electricity, 
water supply, and passenger transport. The agencies responsible for the delivery 
of those services have been successful in collecting enough revenues to cover 
operating and maintenance costs. As a result, these agencies have been able to 
use their additional funds to undertake new investments. A good example is the 
Ceylon Electricity Board, which pays for all local capital construction costs 
without drawing from the General Treasury. In most of these cases, much of the 
service expansion has taken place in the urban areas, benefiting poor communi- 
ties in the process. 


Urban Poverty in Sri Lanka 201 


Annual investments in basic infrastructure facilities and their increases 
during 1980-1991 are indicated in Table 14. The table shows that investments 
in basic infrastructure facilities expanded almost seven times in the 12 years. 
Only housing had a drop in investment due to the policy change to implement 
only housing programs whose investments could be recouped with recoverable 
loans. d 


Table 14: Public Investment in Infrastructure, 1979-1990 








(Rs million) 
Subsector 1979 1980 1981 1982 1988 1984-1990 
Housing 445 1,158 1,209 1,071 648 584 
Water Supply and Sanitation 114 485 513 979 1,380 1,105 
Urban Development 136 350 165 253 404 368 
Transport and Highways 825 1,257 1,033 1,180 1,462 650- 
Power and Energy 368 583 749 892 789 747 
Postal and Telecommunication 262 466 300 485 560 497 
Education 137 260 262 402 424 642 
Health 325 152 133 239 830 244 


Total 2,813 4,710 4,464 5,502 6,197 4,837 





Source: Department of National Planning, Public Transport Annual! Reporta. 


Conclusion 


The evidence shows that the problem of urban poverty in Sri Lanka is of 
lesser magnitude and intensity than poverty in the rural sector. Although the 
flow of rural-to-urban migrants has been relatively small, the character of the 
prevailing urban poverty is closely related to the migration of the rural poor to 
urban areas. The majority of the urban population who are below the absolute 
poverty line can be found among those who have migrated during the last two 
to three decades. As a result, there are several easily identifiable characteristics 
of urban poverty—overcrowded human settlements in unsanitary environments 
that lack the basic amenities, housing of very poor quality, and informal sector 
employment. At the household level, the urban poor share the general 
characteristics of poverty in terms of income, household size, educational 
attainment, and gender. There are, however, disadvantaged conditions that are 
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specific to the urban context. These include the lack of capital assets and the 
dependence on personal labor and skills, the absence of some of the supportive 
kinship networks found among the rural poor, the almost exclusive dependence 
on cash incomes and the vulnerability to inflation, the higher cost of nonfood 
components essential for subsistence, large household size, and greater 
vulnerability to undernutrition. These characteristics of urban poverty, which 
relate to the capacity of households to move out of poverty, are crucially 
important in the formulation of strategies to reduce urban poverty. 

Those strategies are being formulated on three levels. First, at the macro 
level, development strategies and policies will preserve the positive elements 
that helped maintain the unusual rural-urban balance, thus avoiding as much 
as possible the processes that augment and intensify urban poverty in 
developing countries. The present national strategy to industrialize rapidly 
(with consequent urbanization) poses a new set of challenges. The scope for the 
expansion of agriculture and of new agricultural settlements will be curtailed 
after the completion of the Mahaveli Scheme. The present forest cover has 
already reached critical proportions because of deforestation. Therefore, the past 
strategy of transferring the population from overpopulated rural areas to new 
agricultural settlements is no longer feasible. It is in this context that the 
government’s policies for regional and spatial development could contribute 
towards an orderly pattern of urbanization that could contain the processes that 
exacerbate urban poverty. 

Second, at the sectoral level, the development of urban infrastructure is an 
essential condition for improving the access of the poor to basic amenities. This 
task assumes high priority in the public investment program, as it is integrally 
linked with the industrialization strategy. Equally important are two other 
aspects of urban policies: The pricing policies of public utilities must be such 
that they generate adequate resources for maintenance and replacement, and 
make possible the provision of a sound financial base for future expansion 
programs; the present thrust of government policy is in this direction. Another 
essential condition is the growth and development of efficient local government 
institutions that would undertake the complex task of urban management. The 
inefficiencies of poorly managed urban local authorities lead to conditions that 
aggravate the deprivation of the urban poor, particularly as they relate to the 
provision of basic amenities and housing. 

Third, national and sectoral policies and programs will have to be sensitive 
to—and especially designed to deal with—the specific characteristics of urban 
poverty. Any poverty-oriented strategy for the urban sector should target the 
informal sector and the needs of the informal labor market. Planned infrastruc- 
ture improvements such as new facilities and any relocation schemes would need 
to take into account the character of the informal market, its location, the cost 
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structure of informal enterprises and the economic base that accounts for its 
competitiveness, if any. There is great potential for growth in the informal sector 
if it could forge links with the formal sector for markets, the improvement of 
technology, and the diversification and expansion of production through such 
mechanisms as subcontracting. Another avenue for strengthening the informal 
sector is institutional credit. Here it is necessary to overcome the present 
barriers and extend the innovative adaptations of institutional credit taking 
place in the rural sector to urban informal borrowers. The NGOs that are 
beginning to be active in the urban sector can play a major role in developing 
institutional credit for the informal sector. 

In health and nutrition, as well as in education and skills development, the 
urban poor, again, have needs arising out of their special conditions of 
vulnerability that are different from those of the rural sector. As previously 
discussed, the monetized economy, the dependence on cash incomes, and the lack 
of income-earning assets tend to make the urban poor more vulnerable to 
inflation and the loss of real income. The incidence of malnutrition also tends to 
be higher among them. Problems of environmental sanitation, the lack of safe 
drinking water, etc. cry out for solutions. Changes in the urban environment are 
continually exposing the urban poor to new health hazards. Especially 
disadvantaged groups such as street children and destitute elders in urban 
areas need help. In the past, the special characteristics of urban poverty did not 
receive due consideration, largely because the problem of rural poverty, on 
account of its magnitude, was the primary concern of policymakers. Future 
strategies to deal with urban poverty should correct this bias. They would have 
to be based on fuller information and knowledge of the causes and characteris- 
tics of urban poverty than are currently available. j 
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World War II. The economy has gone through various phases of 

development and transformation. Thailand is linked with other 
countries in the Association of Southeast Asian Nations (ASEAN) and other 
Southeast Asian countries such as Cambodia, Lao People’s Democratic Republic, 
Myanmar, and Viet Nam. The Bangkok Metropolitan Region (BMR), with a 
population of over 9 million, along with other five nearby provinces (Nakon 
Patom, Samut Prakarn, Samut Sakon, Northaburi and Patumthani), is one of 
the most important and fastest growing cities in Southeast Asia. 

Bangkok is not solely a product of the culture of Thailand. It is inextricably 
bound up with the world system, with all its sectors (from banking to labor 
migration) affected by economic and social forces that are increasingly 
transnational in scale—a reflection that modern technology has transformed the 
traditional concepts of space, territory, and nation. During the 1980s, Bangkok 
entered an era in which it was increasingly shaped by these factors. Its economic 
base thus became closely tied to international economic, social and political 
forces. 

Thailand is still primarily a rural country, with approximately three 
quarters of its people living in rural areas. Therefore, it is not surprising to find 
that more than one half (55 per cent) of migrants had moved to villages, and that 
a substantial number of recent migrants came from nonmetropolitan areas. 
About 20 per cent of all migrants moved to Bangkok, followed by 15 per cent who 
went to various ather cities and 11 per cent to urban and rural districts. 


T hailand has been experiencing significant economic growth since 


* Assistant Professor, Faculty of Economics, Chulalongkorn University; Assistant Professor, Faculty of 
Economics, Chulalongkorn University; Professor, Faculty of Economics, Chulalongkorn University. 

1. Kritaya Archavanitkul, Migration and Urbanization in Thailand, 1980: The Urban-Rural Continuum 
Analysis, IPSR Publication, no. 122 (January 1988). 


Urban Poverty in Thailand 205 


As regards income, the Thailand Development Research Institute (TDRI) 
reports that, for the whole kingdom of Thailand, the richest 20 per cent of 
households earned about 49.3 per cent of total income in 1975/76, with the 
proportion rising to about 54.9 per cent in 1987/88. The poorest 20 per cent 
earned only about 6.1 per cent of total income in 1975/76, which went down to 
4.5 per cent in 1987/88. 

Even with the country's rapid growth, the important issue of income 
distribution has remained. For the BMR, poverty incidence was 3.4 per cent 
based on the head count measure. Bangkok accounts for 31 per cent of the urban 
poor, who lack job security, put up with poor conditions, and are unable to get 
any help from the government. About 81 per cent of these people live in slums, 
and about 60 per cent are unskilled. Some 90 per cent of them have had formal 
education only up to fourth grade or lower. Their incomes are too small for them 
to be able to afford the rent for standard housing, which comes to about B 4,000 
per month. It is estimated that their average annual income is B 6,324, or a little 
over $200. About 40 per cent of them rent their living quarters and in many 
cases are saddled by high water bills; the rest trespass on public land or live 
along small waterways or under bridges. Most are street vendors who borrow 
from private sources to keep up their trade. Lending to them is considered a high 
risk, so that if they are given loans, the interest is high. 

Between 1980 and 1988, Thailand's urban population increased from 12/5 
million in 508 areas to 15.8 million in 660 locations. The level of urbanization is 
estimated to have increased from 26.5 to 28.7 per cent, with Bangkok's share in 
the total population declining from 41.4 to 36.2 per cent but with its share in 
urban population remaining high—such that it was 27 times larger than 
Nakhon Ratchasima, the second largest city.” 

The BMR also accounted for almost 75 per cent of total value added in 
manufacturing between 1981 and 1988. Twelve of the country's 23 industrial 
estates were within its confines, and Board of Investment data show that the 
BMR5 five inner provinces attracted the bulk of approved projects. Besides 
providing income and employment opportunities for a large number of people, 
the BMR also constituted the biggest consumer market (9 million people) for 
durable and nondurable products. It was also the major transport hub with the 
best social infrastructure (e.g., piped water, telephones, hospitals, and leisure 
facilities). f 

Under the Sixth Five-Year Development Plan (1987—1991) the BMR 
attracted almost 92 per cent of total investments in infrastructure and 96 per 
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cent in transport. With the sudden economic boom in the late 1980s; however, 
problems associated with inadequate infrastructure emerged.? 

This paper deals with issues of urban poverty and income distribution in 
Thailand. It also examines various government policies that affect Thailand's 
economic environment and future trends with respect to internationalization 
and the possible effects of economic policies on the urban poor. The paper also 
deals with the recommendations in respect of urban poverty reduction. In the 
following section, the characteristics of urban poverty and of the urban labor 
market are described. Then the issue of access to basic needs and services is 
examined, followed by a discussion of development strategies and policies. In the 
concluding portion, policy implications for the Thai government and other 
institutions in respect of poverty reduction are taken up. 


Characteristics of Urban Poverty 


Demographic and Socioeconomic Characteristics. The average age 
of househoid heads in urban areas in 1988 was 43.2 years old. The BMR had the 
lowest average age of the household head at 41 years, while the Central Region. 
registered the highest at 46.6 years. Household size was reduced drastically 
between 1975 and 1988 because of the successful implementation of the family 
planning program. For example, household size in the BMR dropped from 
around 5.5 in 1975 to 3.5 in 1988.* Among the five regions, the North had the 
smallest household size of 3.43 persons, followed by the BMR. 

The average number of income-earners per household for urban areas was. 
1.86. The Northeast, which is the poorest region, had the highest number of 
income-earners per household (2.05), while the BMR, the richest region, had the 
lowest (1.76). This finding partly reflects the fact that the lower the per capita 
income, the more people will have to work to support their household. It also 
shows that the number of income-earners in a household is dependent on the 


8. Ibid. 

4. The rapid decline in household size during 1975-1988 reflects a drastic fall in fertility rates and also 
the change in the definition of the household between the 1975 survey and other later surveys. In 
1976/76, the household was defined as "a group of two or more persons who make common provision for 
food and other living essentials." Within this definition, subfamilies with an independent income were 
included as household members. However, from the 1981 survey onwards, it appears that young and 
second generation couples earning their own income have been excluded, along with their dependents, 
from the main family even though they might have shared many expenses with the main family. The 
change in definition created a downward bias in the average family size in the later surveys compared 
with the 1975/75 survey. By comparing the 1970 and 1980 censuses, it can be roughly approximated that 
around 40-50 per cent of the reduction in household size between 1975 and 1988 was due to the change 
in definition, with the rest attributable to a decline in fertility rates. 
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household size. Information on household size, together with the number of 
income-earners per household, allows for the calculation of the dependency ratio. 
On average, each income-earner has to support 0.5 non-earning member of the 
household. The relatively low dependency ratio of the urban areas of Thailand 
compared with that of other developing countries reflects the facts that (i) 
Thailand’s fertility rates have, in general, declined much faster during the past 
two decades; and (ii) the participation of Thai women in the labor market has 
been higher than in other developing countries. The dependency burden was the 
highest in the South. 

The average total income of households in the BMR, which in 1988 stood at 
B 104,277, was much greater than the average household income in other 
regions. The Northeast had the lowest average household income, followed by 
the North; the figures for the two regions were only 56.4 per cent and 58.6 per 
cent, respectively, of the BMR’s household income. The South registered the 
second highest household income; still, the average income of southern 
households was only 65 per cent of that in the BMR. The average regional per 
capita income and consumption were also the highest in the BMR and the lowest 
in the Northeast. However, the gap in per capita income between the Northeast 
and the BMR was larger than the gap in household income because the average 
household size of the Northeast region was larger than that of the BMR. 

The agriculture sector has played an insignificant role in the urban areas 
of Thailand. In 1988, the proportion of farm households in urban areas stood at 
18 per cent. Regionwise, the largest percentage of farm households was in the 
Northeast (26.5 per cent), while the lowest was in the BMR (3 per cent). The 
representation of the agriculture sector was even smaller in terms of income 
derived from its activities. The dependence of urban households on farm income 
was only 4 per cent, while the dependence of BMR households on farm income 
was almost nil. The percentage of farm income was the highest in the Central 
Region, where around 10.4 per cent of total household income was derived from 
agriculture. The proportions of income in-kind were much smaller than money 
income in all the regions. In general, income in-kind was less than one fifth of 
money income, reflecting the high degree of monetization in urban areas. Wages 
are the dominant source of income in all regions, especially for the BMR, where 
incomes from wages account for more than 62 per cent of total money income. 
Therefore, it seems that the standard of living of households in the urban areas 
would substantially improve if the increase in urban labor productivity and 
wages could be accelerated. 


Income Inequality. As described above, the distribution ofincome among 
regions was unequal, and the income gaps between the BMR and the rest of the 
country were significant. The Gini coefficient for all urban areas was 0.44, while 


208 Asian Development Review 


the coefficient for all rural areas was 0.40. The Gini coefficients for both urban 
and rural areas were significantly less than those for the whole kingdom, 
suggesting that inequality between rural and urban areas was much more 
serious than inequalities among urban and rural households. Regionwise, the 
inequality in the Northern region was the largest, followed by that in the 
Northeastern region. The average Gini coefficient for urban areas in all regions 
was less than that for all urban areas. Thus, urban income inequality in 
Thailand originated from inequalities across regions, namely, inequalities 
between the BMR and the rest of the country rather than inequalities within 
regions (see Table 1). 


Table 1: Income Inequality Across Households 





Area & Region Gini Coefficient 
Urban 
North 0.477 
Northeast 0.429 
Central 0.390 
South 0.410 
BMR 0.419 
Total Urban 0.443 
Total Rural 0.401 
Whole Kingdom 0.465 





Source: National Statistics Office. 


Poverty Incidence. After being inflated by using an appropriate price 
index, the urban poverty line in 1988 was estimated at B 6,324 per person per 
year. Measurement of poverty should be concerned not only with the proportion 


5. The basic poverty objective may be defined statistically as the attainment of a maximum reduction 
in the income deficit of the absolute poor, i.e., the gap between their present incomes and the poverty 
line. The statistical measures of poverty indicate not only the number of the poor but also how far each 
one is below the poverty line. Needless to say, the poverty lines used in any study of poverty are 
arbitrary to a certain extent; their main purpose is not so much to determine the exact size of the 
poverty group but to identify target groups and provide a benchmark against them in order to measure 
progress and to compare the poverty situation between areas. In this study, we adopt the same poverty 
line for all urban areas calculated by the World Bank in 1976 and 1981. For a detailed calculation of the 
1976 poverty lines, see World Bank, Income Growth and Poverty Alleviation (Washington, D.C., 1980); 
. and for 1982 poverty lmes, see World Bank, Thailand Poverty Review (Washington, D.C., 1985). 
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of households whose income falls below the poverty line but also with how far 
each falls below the poverty line. This study presents three complementary 
indicators—the head-count ratio, the relative income shortfall (poverty gap), and 
the Sen index. The head-count ratio is the percentage of population or 
households whose income falls below the poverty line. In contrast, the relative 
income shortfall measures the degree of severity of income below the poverty 
line; in other words, it measures how bad the situation of the poor really is. 
While the head-count ratio and relative income shortfall indicators each depict 
a part of the absolute poverty picture, the Sen index combines them to produce 
a composite index that gives substantial weights to the incomes of those 
enduring the most severe poverty. 

The head-count ratio or poverty incidence of total urban households in 
Thailand was 11.7 per cent in 1988. Poverty incidence was lowest in the BMR, 
with only 2.7 per cent of its households falling below the poverty line. Poverty 
incidence was most severe in the Northeast and the North, where 26 per cent 
and 21 per cent of households, respectively, were classified as poor. Poverty 
incidence in terms of the population was slightly worse than that in terms of 
households. For example, while the percentage of poor households in the Central 
Region in 1988 was 12.2 per cent, the percentage of the poor in the region was 
14.8 per cent. This finding implies that the average size of poor households in all 
regions is larger than the average size of nonpoor households (see Table 2). 


Table 2: Urban Poverty Incidence, 1988 (Headcount Ratio) 














Region Percentage of Households Percentage of Population 
North 21.3 25.9 
Northeast 26.1 31.1 
Central 12.2 14.8 
South 14.2 18.9 
BMR 2.7 3.4 
Total Urban 11.7 14.6 











Source: National Statistics Office. 


The severity of poverty in the Northeast seems to be the worst’ among all 
the regions. In other words, the Northeast not only had the highest incidence of 
poverty; its poor households were also worse off when compared with their 
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counterparts in the other regions. We can classify the major regions of Thailand 
into three groups. The first group is comprised of the Northeast and the North, 
which registered the highest incidence of poverty. The second group is comprised 
of the Central end the South, which were in the middle and where poverty 
incidence is much lower than in the first group. Also, the degree of the income 
shortfall below the poverty line of poor households in the second group is more 
moderate than in the first group. And lastly, the BMR is the only region in 
Thailand that has been able to nearly eradicate poverty during the last two 
decades. Thus, it can be concluded that the benefits of the recent industrial 
development, particularly those generated by the manufactured exports sector, 
which posted double-digit growth rates during the latter half of the 1980s, 
accrued largely to households residing in the BMR (see Table 3). 


Teble 3: Relative Income Shortfall and Sen Index of 





Urban Poor Households, 1988 

Region Relative Income Shortfall* Sen Index” 
North 0.30 0.097 
Northeast 0.32 ; 0.128 
Central 0.27 0.058 
South 0.29 0.066 
BMR 0.28 0.014 
Total Urban 0.30 _ 

a Relative Income Shortfall PI 


where P = Poverty line, and Y = Average income of poor households. 


; H[1-Y1-G*) 
b Sen Index =- —— +p 


where H = households under poverty line; Y = household income; G* = 
Gini coefficient of inequality among the poor; and P = poverty line. 
Source: National Statistics Office. 


Correlates of Poverty. Poverty appears to be heavily concentrated among 
farm workers. For example, in 1988 some 44 per cent and 60 per cent of house- 
holds headed by agricultural workers in the North and Northeast, respectively, 
were poor, as compared with 21 per cent and 26 per cent for all households in the 
North and Northeast. Also, households headed by the economically inactive 
tended to be poorer than average. However, the degree of concentration of 
poverty in households headed by inactive persons was much less than that in 
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households headed by farmers. Lastly, poverty incidence in households headed 
by service workers was the lowest among all occupations in all regions. 

Income-in-kind was a more significant component of income for the poor 
than for the nonpoor. Income-in-kind represented 47 per cent, 42 per cent, 30 per 
cent, 27 per cent, and 28 per cent of total income for the poor in the North, 
Northeast, Central Region, South, and BMR, respectively, but less than 20 per 
cent of total income for the nonpoor in all regions. Another difference in the 
composition of income between poor and nonpoor households was the signifi- 
cance of wage and entrepreneurial income, which was larger for the latter than 
for the former. As expected, the significance of farm income was larger for the 
poor than for the nonpoor. 

Surprisingly, heads of poor households were generally older than heads of 
nonpoor households, except in the BMR where heads of the poor households 
were 2.4 years older than their nonpoor counterparts. Another surprising result 
was that female-headed households were less likely to fall below the poverty line 
than male-headed households. Thus, only about 20 per cent of total urban poor 
households were headed by females.® 

The poor had consistently larger families than the nonpoor. In 1988 the 
average household size was 4.5 for the total urban poor, while for the total urban 
nonpoor it was only 3.5. Likewise, the poor were characterized by a higher 
dependency ratio than the nonpoor. Hence, larger families were likely to be poor 
because of the presence of too many dependents. 

As expected, the poor were more heavily represented among those with less 
education. Differences in the level of education between the poor and nonpoor 
were very significant and systematic. Heads of nonpoor households had two 
more years of education than heads of poor households. This strongly suggests 
that education is one of the most significant determinants of economic status.’ 

The concentration of the urban poor by age group varied from region to 
region. The distribution of the urban poor in the BMR was heavily represented 
in the under-24 age group compared with the other regions. Thus, poor house- 
holds in the BMR seemed to be headed by younger persons, while in other 
regions household heads were generally older. 


6. These findings are consistent with those of the study conducted by Ashakul and Ashakul which 
analyzed the 1981 Socioeconomic Survey (SES) data. See Teesra Ashakul and Charuma, "BMR Study: 
Urban Poor Working Paper" (Report submitted to the National Economic and Social Development Board, 
May 1988), 

7. Indeed, the quantitative analysis of cross-section and time series data of 46 countries done by TDRI 
indicates that a more equitable income distribution might have been achieved if the proportion of 
secondary and the higher education in the total labor force were higher. For further discussion, see 
Thailand Development Research Institute, “Income Distribution and Long-term Development” (Paper 
presented at the 1988 Thailand Development Research Institute Year-end Conference, Cha-am, 
December 1988). 
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It is often observed that recent migrants earn less than others and that they 
take on very low-paying jobs while waiting for better opportunities. The 1988 
Socioeconomic Survey (SES) data, however, show that poor urban households 
are less mobile than the nonpoor. For example, the percentage of the poor 
households that had always lived in the same district (nonmigrant households) 
was as high as 47 per cent for all urban areas, while the percentage of nonpoor 
households that had never moved was only 26 per cent. In short, it appears that 
nonmigrants were more likely to have incomes below the poverty line than 


migrants. 


Urban Labor Markets 


Structure and Characteristics. Thailand had a population of 56 million 
in 1990, of whom around 30 per cent lived in urban areas (defined as municipal 
areas and sanitary districts) and 70 per cent in rural areas. The degree of 
urbanization varied markedly from region to region. While the BMR was 100 per 
cent urbanized in 1990, the Northeast and the South were less than 20 per cent 
urbanized. Urban population totaled 16.8 million in 1990.5 

. Much of the urban employment was concentráted in the BMR, which 
accounted for 41 per cent of total urban employment. The figures for the Five 
Provinces and the Eastern Seaboard Region (ESB) were 5.7 and 3.3 per cent, 
respectively. Thus, the share of urban employment in the Bangkok conurbation 
—including the BMR, the five provinces and the ESB— was around 50 per cent 
ofthe total in the country. In general, urban unemployment rates were very low 
for all areas. The urban unemployment rate in the whole kingdom was 2.4 per 
cent for males and 2.3 per cent for females. The highest urban unemployment 
rates were observed in the Northeast Region (3.4 per cent for males and 3.3 per 
cent for females). The urban labor market of the ESB seemed to be extremely 
tight, as the overall unemployment rate in this region was less than 1 per cent. 
The labor force participation rates of the various regions were not markedly 


8. The 1990 (round 3) Labor Force Survey (LFS) conducted by the National Statistical Office is used as 
the main source of information in the analysis of Thailand's urban labor market. For purposes of regional 
comparison, the Kingdom is divided into 6 regions, namely, the North, the Northeast, the South, the 
Central, the Bangkok Metropolitan Area (BMA), the Five Provinces (Nakhon Pathom, Nonthaburi, 
Pathum Thani, Samut Prakan, and Samut Sakhon). The Bangkok Metropolitan Area and the Five 
Provinces form what is called the BMR, and the Eastern Seaboard Region (Cholburi, Rayong and 
Chacheonsao). The 1990 LFS is based on a stratified random sampling technique designed to give 
unbiased estimates for household data across the regions and locations when appropriate weighing 
patterns are used. The availability of the latest (1990) LFS provides us a good opportunity to examine 
the situation of Thailand’s urban labor markets during the peak of economic growth resulting from a 
huge inflow of foreign cirect investment during 1988-1990. 
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different from each other. The participation rates for males were from 69 to 75 
per cent, while the rates for females were from 54 to 63 per cent. The female 
labor force participation rate in the five provinces was the highest at 63 per cent. 
This was because the majority of manufacturing companies located in the five 
provinces were exporters employing mostly female workers. 

Although the urban unemployment rate in all the regions was quite low, the 
urban unemployment rate of younger age groups was substantially higher than 
the average. For example, while the overall urban unemployment rate in the 
prime working age group (25—49 years of age) was only 1.5 per cent, the 
unemployment rates of the 11-15 and 16-24 age groups were 4.7 and 5.4 per 
cent, respectively. This has important policy implications. For example, if 
minimum wages are set too high, the group that would be most affected are the 
youth and young adult workers who have less working experience. 

Although the level of Thailand’s industrial development is quite high 
compared with that of other countries in the region, the majority of the Thai 
population still have only primary education, and the percentage of the popula- 
tion with secondary education or above is much lower than elsewhere. The BMR 
and the five provinces have the highest shares of educated population. Never- 
theless, more than 65 per cent of the population of these two regions had only 
primary education. According to the 1990 Labor Force Survey (LFS), Thailand 
had 964,189 university graduates, of whom 617,187 resided in Bangkok. 

It has been claimed that the rather low enrollment rates at the secondary 
level are a major factor impeding Thailand’s economic and social development.? 
However, while the overall unemployment rate for the whole country was 2.4 per 
cent, the rate for those with upper secondary education stood at a high 5.3 per 
cent. The highest unemployment rates, 14 per cent and 10 per cent, were found 
in the North and Northeast. The BMR and the five provinces were exceptional, 
with rather low unemployment rates for those with secondary education—1.6 
per cent and 2.3 per cent, respectively. This indicates that demand for secondary 
education is higher in regions at higher. levels of economic and SE 
development. 


Characteristics of Migrants. Thais are very mobile people. Around one 
fifth of the urban population in 1990 were migrants who had moved within the 
last 8 years. The percentage of migrants in the total population was highest in 
the five provinces, in which some 34 per cent of the population had moved during 
the last 8 years. In general, the unemployment rate of migrants was not 


9. See the 1990 reports of the Thailand Development Research Institute Year-end Conference on 
Educational Options for the Future of Thailand. 
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significantly different from that of nonmigrants. However, the unemployment 
rate of those who had migrated less than a year previously was somewhat higher 
than that of natives and longer term migrants; for example, in 1990 migrants 
in the Northeast had an unemployment rate of 5.7 per cent, which was almost 
double that of natives. 

Migrants were heavily concentrated among the youth and young adults 
between the ages of 11 and 24. Indeed, during 1982-1990, more than 40 per cent 
of migrants were under 24 years of age as against 19 per cent for natives. 

The much observed fact that the educational attainment of migrants tends 
to be higher than that of natives holds true for Thailand. In 1990, the proportion 
of urban natives who had less than primary education was 65 per cent, 
significantly higher than the 59 per cent for urban migrants. This difference is 
even more pronounced when the BMR is excluded. This is because the 
educational attainment of Bangkok natives was much higher than the national 
average. The presence of better educated migrants compared with natives seems 
to be clearest in urban areas of the Northeast. 

According to the 1990 LFS; economic considerations were a critical 
motivating factor for migration, particularly among migrants who moved to the 
BMR, the five provinces, the ESB, and the South. Some 80 per cent of migrants 
who moved to Bangkok claimed that they were looking for work. The North and 
Northeast were the only areas in which "back to former place of residence” 
appeared to be the most important reason for moving. For example, 26 per cent 
of the North’s in-migrants during 1982-1990 went back to their former plates 
of residence, but 23 per cent out-migrated to seek new jobs. 

The majority of unemployed migrants who moved to Bangkok stated that 
their prime motive was to look for work. The majority of the unemployed 
migrants to the North, Northeast, Central Region, and the South ticked the 
items "go back to former place of residence" or "move with household" as their 
reasons for migrating. In general, the majority of migrants to Bangkok, the five 
provinces, the ESB and the South came to find new jobs, while migrants to other 
parts of the country were going back to their former places of residence, looking 
for work, or simply moving in with relatives. 


Formal and Informal Sectors. Large numbers of people in cities in 
developing countries work in the informal sector. Many of these informal sector 
workers can be seen on the streets selling goods, providing services, or operating 
small workshops. But many more are hidden from the casual observer, since 
they often work where they live, usually in squatter areas. The informal sector 
is important from the standpoint of absorbing urban labor. 

There is no clear-cut distinction between the formal sector and the informal 
sector, with the difference being mostly in degree rather than in kind. The 
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criteria for defining the informal sector are based on work status, size of the 
establishment, and occupational characteristics. Those employed in public 
enterprises and in government offices are classified in the formal sector. Wage- 
earners working in firms employing more than ten workers are also classified 
in the formal sector. Those in liberal professions working in firms employing less 
than 10 workers are classified in the formal sector. Nonwage earners (all the 
self-employed and unpaid family workers except those in the liberal professions) 
are in the informal sector. 

Alarge portion of the urban workforce is found in the informal sector—more 
than 4.5 million in the urban areas of the whole Kingdom which is equivalent 
to 59 per cent of total urban employment. Informal sector employment was the 
least in the BMR (45 per cent) and the five provinces (46 per cent)—the two most 
developed regions of the country. The proportion of females working in the 
informal sector was significantly higher than that of males in all regions. 

The relatively young (11-15 years old) and the relatively old (50 years old 
dnd over) were disproportionately concentrated in the informal sector. For 
example, while the 11--15 age group constituted only 1 per cent of formal sector 
employment, the percentage share of this age group in the informal sector was 
3.5 per cent. Similarly, the share of the 50 and over age group in the formal 
sector was 8.2 per cent, which is substantially lower than the 17.6 per cent share 
of this age group in the informal sector. 

The bias in the informal sector is toward those with lower educational 
attainment, while in the formal sector one finds more workers with higher 
education. The logical explanation is that the returns to education are much 
higher in the formal sector of the economy than in the informal sector. 

In general, average earnings are much higher in the formal sector than in 
the informal sector. However, a direct comparison of earnings between the two 
sectors does not distinguish income-earners by age, sex, and education. As the 
informal sector is overrepresented by young, female, and less educated workers, 
it is not surprising that the average earnings in this sector are lower than those 
in the formal sector. To measure the "net" effect of sector differences on 
earnings, one should estimate earnings as a function of age, sex, education, and 
location. For this purpose, a multiple regression analysis within the standard 
human capital framework was carried out using data from the 1990 LFS. Two 


steps were undertaken to avoid the problem of multicollinearity in the expanded 


model: (i) the earnings functions were estimated separately for males and 
females; and (ii) the interaction variables among age, education, and location in 
the labor markets (be they in the informal sector or formal sector) were used in 
the model as explanatory variables. 

The estimates for the regional dummy variables (NORTH, SOUTH, 
CENTRAL, BMR, FIVEPRO, and ESB) indicate that the earnings of mele 
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employees in the North were the lowest, followed by the earnings of those in the 
Northeast, the Central Region, and the South. The earnings of male workers 
were the highest in the BMR, followed by the incomes of those in the five 
provinces and the ESB. The same results held true for female wage-earners, 
except that female workers in the South tended to earn more than their 
counterparts in the five provinces. As expected, both male and female workers 
with more education tended to earn more than those with less education. 
Estimates for the interaction variables between education and sector show that 
the wage rates of male workers with secondary, vocational, or university 
education working in the formal sector were higher than those of workers of the 
same age and educational attainment working in the informal sector. Estimates 
for the interaction variables between age and sector of the labor market were 
positive, indicating that wage gaps between workers in the formal sector and the 
informal sector were larger for older workers. 

The 15-year-old male formal sector workers in the North with secondary 
education earned, on the average, B 1,260 per month while their counterparts 
in the informal sector with the same educational attainment earned only B 
1,067. On the average, the earnings of formal sector workers increased with age 
and peaked at around B 4,947 at age 55. The earnings of informal sector workers 
also increased with age and peaked in the neighborhood of B 3,095 at age 50. 
The earnings gap of workers in the formal sector and informal sector was wider 
for older workers. For example, 15-year-old workers in the informal sector 
earned the equivalent of 85 per cent of the incomes of their counterparts in the 
formal sector; however, 60-year-old informal sector workers earned the equiva- 
lent of only 59 per cent of the incomes of their counterparts in the formal sector. 
This finding clearly indicates that the earnings profile of workers in the informal 
sector is much flatter than that of their counterparts in the formal sector. 

Male workers in the North with no more than primary education earned 
much less than those with better education. For example, while formal sector 
male wage-earners with no more than primary education earned, on the 
average, B 2,141 per month, formal sector workers with university education 
earned more than double at B 5,274. The wage gaps of workers in the informal 
sector and formal sector were sizable and widening for those with more 
education. For example, the incomes of informal sector workers with no more 
than primary education were 78 per cent of the earnings of those in the formal 
sector with the same level of education, but the incomes of university graduates 
in the informal sector were only 69 per cent of the earnings of their counterparts 
in the formal sector. This finding indicates that returns to education were much 
higher in the formal sector than in the informal sector. 
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Poverty and Basic Needs 


Several recent studies show that poverty incidence in Thailand has declined 
continuously during the past 15 years. The National Economic and Social 
Development Board’s (NESDB) Working Group on the Situation of Income 
Distribution (1992), for instance, found that the incidence of poverty started to 
decline at the end of the Fifth Development Plan (1986). The National Statistical 
Office (NSO), in its reports on the Household Socio-Economic Survey in 1988 and 
1990, also noted a significant reduction of deep poverty among Thais during the 
past decade. In the 1990 Survey particularly, poverty incidence decreased from 
26.3 per cent in 1986 to 21.2 per cent in 1988 and further to 18 per cent in 1990. 
Hutaserani and Chitsuchon, as well as Krongkaew, came to a similar conclusion 
but observed a much less dramatic improvement in the reduction of poverty 
among Thais when a reestimation was carried out using a proposed new poverty 
line measurement.” This declining pattern of poverty incidence was observed 
in all regions of the country. Even in the Northeast, where poverty is most 
severe, the incidence of deprivation decreased from 41.3 per cent in 1986 to 27.8 
per cent in 1990, as shown in NSO’s 1990 Survey. 

The pattern of income distribution among Thais, however, seems to have 
gotten worse during this period. For example, in Bangkok and its vicinity, which 
is mostly urban, the poorest 60 per cent of the population suffered a drop in their 
share of income from 31.6 per cent in 1986 to 26.8 per cent in 1990. This 
probably implies that, although the poor fared better in absolute terms on the 
average, the nonpoor fared even better as a consequence of social and economic 
changes. Thus, poverty incidence among Thais is still clearly observable, and the 
severity of poverty among urban and rural residents has not been significantly 
different. 

The declining incidence of poverty in the country’s urban areas is, however, 
slow compared with the decline in rural areas. Specifically, in the Central 
Region, the incidence of poverty among urban residents was more severe than 
among their rural counterparts. 

The Thai government has launched numerous nationwide poverty reduction 
and human resource development programs in the past two decades. In addition, 
private agencies and nongovernment organizations (NGOs) have exerted efforts 
to reduce poverty in both rural and urban areas. Significant resources have been 


10. Suganya Hutaserani and Somchai Chitsuchon, "Thailand's Income Distribution and Poverty Profile 
and Their Current Situations” (Paper Read at the Thailand Development Research Institute Year-End 
Conference, Pattaya, 17-18 December 1988); and Medhi Krongkaew et al, A Study on the Urban Poor 
in Thailand: Policy Guidelines of Thai Improvement and Development (Bangkok: Thai Khadi Research 
Institute, Thammasat University, 1986). ; 
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allocated to reduce poverty in urban areas, especially in Greater Bangkok. 
However, since poverty is a dynamic phenomenon, relatively little progress has 
been made in eradicating poverty in urban areas. 

The first Bangkok Slum Survey in 1968 indicated that there were only 50 
slum areas. In 1984, the figure swelled to 480 slum areas with 852,000 dwellers. 
In the following year, of 1,020 slums in Thailand, 943 were to be found in 
Bangkok and 77 in Nonthaburi and Samut Prakarn. The big jump in the 
number of slums was due partly to an underenumeration in the earlier survey 
and partly to the more sophisticated and detailed aerial photographic technique 
used in later surveys. However, the National Housing Authority (NHA) survey 
conducted in 1988/89 reported 1,500 slums in the BMR. Very few new slums 
emerged in the previously surveyed area; rather, the dramatic increase in slum 
areas occurred in the other five surrounding provinces. In mid-1990, the 
Bangkok Metropolitan Authority’s (BMA) count of the slum areas in Bangkok 
was 981, a figure representing an increase of only 4 per cent from 1985. Some 
946,951 people (or approximately 16 per cent of the de jure population of 
Bangkok) lived in those slums. 

To be sure, not all slum dwellers are poor. In a study of slums in 1992, 
Sopon Pornchokchai estimated that 44 per cent of slum dwellers may be 
considered "real" poor, 30 per cent "non-real" poor or relatively poor, and 26 per 
cent relatively "well-to-do." Those who earn less than the poverty line constitute 
the most critical group." With NESDB's estimated poverty line of B 7,148 in 
1990, 10.9 per cent of households in municipal areas all over the country were 
below the poverty line. The regional variation was as follows: Northeast, 19.0 
per cent; North, 10.6 per cent; South, 9.6 per cent; Central Region, 6.9 per cent; 
and Bangkok and vicinity, 4.0 per cent. 

The 1988 NHA Survey found some 207,000 families or approximately 1.3 
million people living in highly congested urban localities, whose immediate 
needs were for housing and making ends meet. Overcrowding in these communi- 
ties was brought about by a high population growth rate and by the migration 
of rural people to urban areas to seek better economic opportunities. The report 
also noted the difficulty rightful landowners had in evicting the unlawful 
residents of these slums. 

NSO's SES in 1981 found that more than half of urban poor families Ee 
on their own land and/or houses. Less than 50 per cent of them built their 
houses on land for lease, and their lands and houses were under mortgage. In 
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contrast, the majority of the Bangkok poor built their houses on land for 
lease.” NSO’s LFS reported further that land invasion by the poor was 
prevalent in the cities of Ratchaburi, Nakon Sawan, and Bangkok. Mast 
squatters settled on public lands owned by government agencies, government 
enterprises, or municipalities, or those under Royal Property. There were only 
a few cases of land invasion in the cities of Pitsanulok, Udonthani, Chonburi, 
and Surat Thani, where the poor resided on privately owned land either for free 
or on a rental basis. 

According to NHA, slums were in a very critical state due to high density 
(i.e., only 100 square meters per house) and overcrowding. Three severe 
conditions were noted: (i) the lack of privacy, since houses were built very close 
to each other without any planned pattern, resulting in unwanted interactions 
among dwellers; (ii) substandard housing conditions, i.e., materials were 
dilapidated, deteriorating, or makeshift; and (iii) the haphazard physical layouts 
of the communities and the lack of infrastructure and public services. 

Dwellings of the urban poor were mostly unregistered so that no official 
number could be assigned to them. Occupants of these dwelling units, therefore, 
had no identification papers and were not legally entitled to receive any public 
services, especially education and health care. It was found out in a survey of 24 
congested communities in Bangkok that their physical layouts were in a very 
sorry state. Residents in these communities also suffered more from endemic 
problems of land erosion, flooding, and water subsidence. 

The situation was even worse in squatter settlement areas where illegal 
dwellers had to buy low quality water in bowls at B 5-10 each, or 27 times 
higher than the price charged by the Metropolitan Water Supply Authority. 
They also had to buy electricity per bulb at 70—80 baht each per month, which 
was geven times higher than the price charged by the Metropolitan Electricity 
Authority (MEA). 

In the congested communities of the poor, MEA provided public lighting, 
particularly for the walkways. The dwellers, however, were not eligible to 
Subscribe to lighting for household use, since their houses were not registered 
and no household numbers were assigned to them. The poor thus had to sublease 
electricity illegaly from nearby well-to-do households at 3—5 baht higher for each 
unit consumed and take the high risk of short-circuiting and fire. Often, they 
could afford to buy water only for drinking and sometimes for cooking. The same 
was true in eight other provinces outside of Bangkok. The poor were simply too 
destitute to afford subscription to electricity and water. The poor in these areas 
spent an average of about 7 per cent of their earnings on electricity and water. 


12. Krongkaew et al., op. cit.. 
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Five major public voluntary associations, including the National Family 
Planning Association of Thailand and the Population and Community Develop- 
ment Association, have identified urban poor families as their high priority 
target since 1977. These associations send voluntary missions to every urban 
poor community on a regular basis to educate poor women on the advantages of 
having smaller families and the risk of having many pregnancies. These 
missions also provide free family planning services. As a consequence, the urban 
poor have had relatively smaller family sizes than their rural counterparts. 

. However, the general health situation of the urban poor has become a 
critical issue. Most of them are unhealthy because of the poor environment in 
which they live. Many often get sick, and they practice self-medication by 
prescribing their own medicines and buying them in small drugstores. Only 
when seriously ill do they go to BMA's health centers or public clinics and 
hospitals.” In provincial cities, three fourths of poor families were found to 
have received no medical treatment when sick. They, too, practiced self- 
prescription. Only about 10 per cent consulted either state or private physicians 
for proper treatment. The poor were simply too destitute to seek proper medical 
treatment or too busy with their means of livelihood. It was noted, however, that 
the majority of poor women availed themselves of modern medical care during 
birth and child care in government hospitals. 

The incidence of sickness among the urban poor was observed as follows: 
diseases related to the respiratory system (88 per 1,000 population), the 
digestive system (17 per 1,000), blood circulation (22 per 1,000), tension (15 per 
1,000), and injuries and others (40 per 1,000). Skin diseases and diseases from 
mosquitos were also prevalent among the urban poor.” 

The educational attainment of the urban poor was low. The rate ofilliteracy 
was found to be quite significant, with over 90 per cent of family members 
having attained less than four years of primary education. About 6 per cent 
ofthem were early secondary school graduates; 3.5 per cent finished high school, 
and 0.2 per cent had college education.” 

Poor parents were, in fact, generally willing to send their gëfteg to school. 
But unfortunately, some of them did not have the birth certificates of their 
children or household registration cards. Others did not find it economically 
feasible to send their children to school because they were earning for the family. 
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Development Strategies and Policies 


A major thrust of Thailand’s development strategy has been to promote 
agriculture, while aiming for industrialization in the long run. A premium was 
also put on the export of rice, because the government wanted not only to 
generate revenues but also to keep industrial wages in Bangkok low. 

Monetary and fiscal policies have been used to stabilize the economy, 
promote rapid income growth, and avoid a balance-of-payments crisis." At 
times, it became clear that contractionary monetary policy and fiscal discipline 
were directly required to control the cost of living in Bangkok and other urban 
areas. This benefited the industrialists and supported the economy's industrial- 
ization process. 

Since 1950 the exchange rate policy has been to peg the baht to the U.S. 
dollar, even after the breakdown of the Bretton Woods System. The baht has for 
a long time been depreciating against the dollar, as well as against the 
currencies of important trading partners like Japan and a number of European 
countries. The baht's undervaluation against the dollar has enabled Thai 
exports to become competitive in the world market. This has in turn supported 
the industrialization process. 

The most important sectoral policies seem to have been the ones undertak- 
en by various governments through the Board of Investment. Foremost of these 
was the provision of special privileges for foreign and domestic investors who 
invested heavily in Bangkok. Even with frequent minimum wage adjustments, 
these investors benefited a great deal from the large pool of Thai labor. It has 
been noted that the promotion of investment in the past tended to favor large- 
scale, capital-intensive firms. In addition to fiscal incentives given to foreign 
investors, there was a minimum wage law, which made the relative price of 
capital cheaper than it ought to be. This resulted in a low employment of labor 
in the industry sector." 

Bangkok has long been equipped with various infrastructure facilities such 
as communication systems, electricity, and water supply. Other regions are not 
as well equipped, and this has led to wider interregional disparities in 
income.” And if rural-urban income disparities persist along with rapid econo- 
mic growth, rural-to-urban migration will further strain the resources of cities. 


17. Suphat Suphachalasai and Direk Patmasiriwat, "Poverty and Government Policy in Thailand", The 
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Recently, doubts were expressed on the viability of the ASEAN Free Trade 
Area. The structural adjustment after the dismantling of protectionism among 
the ASEAN member countries might result in the scrapping of many industrial 
projects originally planned to operate in the Eastern Seaboard Development 
Areas. It is not clear at the moment what might happen. It is possible that the 
impact of the structural adjustment might stimulate industrial activity not 
within Thailand but in neighboring countries such as Singapore and Indonesia 
that have relatively lower costs. 


Concluding Remarks 


So far, there has been no extensive poverty reduction program for the urban 
poor. Since 1982, which marked the beginning of the Five-Year Development 
Plan, the government has been implementing a rural development program to ` 
reduce poverty in 12,888 villages throughout the country.” 

It has been suggested that a strategy for urbanization and sustainable 
development should include at least four policy components, namely, a policy for 
labor-intensive industrial production; a policy for the provision of essential social 
services; urban management policies (e.g., those dealing with transport, water 
supply, sanitation, and housing); and finally, a policy on the environment. 

A strategy for urban poverty reduction should include the following: 


(i) Infrastructure development (an urban transit system, better housing, 
town planning, satellite towns, etc.). However, a poverty reduction 
program should be carefully implemented, considering that not only 
physical solutions but also socio-politico-economic solutions are needed. 


(ii) The improvement of urban labor productivity. The urban and rural 
economies are intertwined in many ways, and rural-to-urban migration 
is one of the main linking factors. Programs to improve urban labor 
productivity and employment would reduce poverty not only in the 
urban areas but in rural areas as well.” 


Gii) The promotion of the agriculture sector. Rural poverty reduction 
programs should continue the policy to promote agricultural industries 


20. Suphachalasai and Patmasiriwat, op. cit. 
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in the rural areas and to render public assistance in the training and 
education of the rural folk. 


(iv) Job creation and the promotion of the subcontracting system. Since the 
urban informal sector plays an important role in absorbing the labor 
supply, feasible solutions for the urban poor might lie in the develop- 
ment of the subcontracting arrangements. 


(v) On-site upgrading of slums. This is needed because the economic 
survival of slum dwellers centers around urban areas just outside the 
slum settlements, while maintaining only limited exchange relations 
with their home villages. 


The urban informal sector has contributed positively to the development 
process in many developing countries. Thailand is no exception. In these 
countries, it is the subcontracting system generated by export growth and 
various services (e.g., housekeeper, urban food stall helper, street vendor) that 
has created the demand for unskilled labor. 

The Seventh Five-Year Development Plan emphasizes continuous economic 
growth, equitable income distribution and regional growth, improved quality of 
life, and the development and preservation of natural resources. According to the 
Plan, poverty-reducing measures include job creation, housing improvement, 
upgrading of the quality of life and the environment, and raising of the efficiency 
of NGOs. 

NHA has lined up four programs to cope with the critical problem of 
housing for the urban poor, namely: (i) the provision of housing to low-income 
families by making construction costs affordable; (ii) the optimal use of available 
land for the improvement of legitimately situated communities; (iii) the 
relocation of congested communities that are illegitimately located; and (iv) the 
provision of housing to fire victims. NHA has finished the improvement and 
remodelling of 53,314 housing units and the relocation of 4,965 housing units, 
while over 10,013 units are in various stages of remodelling or relocation. 
Despite this, NHA cannot cope with the rapidly increasing requirements of the 
poor. 

Local governments (i.e., BMA and the municipalities) and NGOs also have 
an important role to play in Thailand. But with their limited resources, they 
cannot do much as far as housing is concerned. Nonetheless, the NGOs have 
contributed significantly to (i) efforts at organizing harmonious relations among 
community members in caring for the environment; (ii) activities of youth and 
child care programs; (iii) health care, nutrition and family planning services; (iv) 
the eradication of crime, drugs, and gambling; and (v) the promotion of self- 
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reliance and community participation activities. Indications are that most of the 
congested communities in the big cities now have a better environment, 
improved walkways, and waste disposal systems. 

Institutional factors impact a lot on urban poverty. First of all, most of the 
urban poor who work in the informal sector are not assured of regular incomes. 
Their earnings are usually lower than the minimum wage rates in the formal 
sector. Those who earn their livelihood from petty trading, scavenging, and other 
daily laborious jobs are even worse off. While they probably earn enough for food 
requirements, there is no immediate prospect of improving their condition. 

The booming economy of Thailand has seen a rapid increase in the demand 
for land. This has prompted landowners and government enterprises to evict 
squatters from their properties. And since squatters normally do not get any 
subsidy or compensation and have nowhere to go, they often invade and build 
new slums in other unattended areas, particularly in the outskirts of Bangkok. 
According to Pornchokchai, there are informal land transactions in the suburbs 
that are not registered as required by law. This allows landlords to exploit the 
poor and get around the requirements to provide infrastructure and services.” 

Land ownership is probably not a must for the urban poor in Thailand since 
they generally cannot afford land, and even if they could, they could not possibly 
maintain it.” Thus, housing security, as well as other possible alternatives 
such as an affordable rental scheme, should be applied to the poor.* And since 
slums are being demolished at a fast clip because of the growing demand for 
land development among landlords, the provision of low-income housing in the 
guburbs is now mandated. Many low-income families are willing to engage in a 
long-term housing investment that would ensure security for themselvés and 
their descendants. The government can help in this regard by encouraging 
private sector initiatives and simplifying bureaucratic procedures. 

Health care and nutrition are also important concerns. Preventive and 
curative health care is generally provided to the urban poor. However, self- 
prescription is still frequently practiced among them, and this oftentimes 
complicates matters. Therefore, institutional arrangements should be set up 
that would make possible (i) full subsidy to primary health care so that the poor 
would no longer be burdened by high medical costs, and (ii) an information 
system on the adverse impacts of self-prescription and self-medication. 

Finally, in most cases, the lack of access to basic infrastructure, services 
and schooling has been due to improper household registration. Regulations, 
should be modified so that the poor could gain access to these services. 
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An International Perspective on Schooling 
Investments in the Last Quarter Century 
in Some Fast-Growing East and 

Southeast Asian Countries 

Jere R. Behrman and Ryan Schneider 





Abstract. Cross-country comparisons suggest no simple patterns in how schooling invest- 
ments in seven successful Asian developing countries differed from other countries, and that 
some differences are sensitive to whether there are controls for per capita income and/or 
adult literacy. Neither in 1965 before a quarter century of rapid growth, nor in 1987 after 
rapid growth, did these countries have unusually great schooling investments. They favored 
females relatively at the primary level in 1965, and relatively at both primary and secondary 
levels in 1987. In 1965-1987 these countries had some of the largest relative increases in 
schooling investments, but also some of the smallest. 





many to be critical in attaining development goals such as economic 

growth, structural change, and decreased poverty—though the rela- 
tive emphasis on human capital has waxed and waned over time. Recenily 
the importance of such investments in attaining these goals has been empha- 
sized strongly in policy-related perspectives on economic development such 
as the World Bank (1990a, 1991), Birdsall and Sabot (1994), Page et al. 
(1993) and the United Nations Development Programme (1990). A more aca- 
demic perspective is taken in the so-called "new neoclassical economic 
growth models" of Romer (1986), Lucas (1988), Azariadis and Drazen (1990), 
Stokey (1991), and others, in which externalities and increasing returns to 
scale to human capital are central to the analytical possibilities of ongoing 
and diverging growth. The rapidly growing East and Southeast Asian econo- 
mies are often pointed to as examples in which a highly-schooled population 


e: and other forms of education have long been considered by 
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has been an important handmaiden, if not necessarily a precondition, for 
their relatively rapid and equitable growth. 

The purpose of this paper is to provide a perspective about the levels 
and changes in schooling investments in seven East and Southeast Asian 
economies in the post-1965 period, namely People's Republic of China (PRC), 
Republic of Korea, Hong Kong, Singapore, Indonesia, Malaysia, and Thai- 
land. These economies include three of the four newly industrialized 
countries (NICs) long emphasized in the literature, and four other Asian 
economies that are thought to be in the next generation of newly industrial- 
ized economies.’ These countries all had relatively high per capita economic 
growth in the quarter century starting in 1965. The last column in Table 1 
gives the average per capita real growth rates for these seven countries in 
the 1965-89 period as reported in the World Bank (1991). These growth rates 
are 4.0 to 4.5 per cent for Indonesia, Thailand, and Malaysia and 5.8 to 7.1 
per cent for the PRC, Republic of Korea, Singapore, and Hong Kong—in 
comparison with 2.9 per cent for all low-income countries and 2.2 per cent for 
all middle-income countries. 

Perspective about schooling investments in the seven countries is 
developed in this paper by comparing the levels and.changes in schooling 
investments in these economies with those from regression lines based on 
international experience that control for per capita income and, in alterna- 
tives, also for adult literacy. These estimates allow us to angwer such ques- 
tions regarding the schooling investments at both the start and near the end 
of the 1965-89 period of rapid growth in these economies as: Were these 
seven economies investing relatively heavily in schooling in 1965? Were they 
investing relatively heavily in certain schooling levels, such as primary or 
secondary schooling? Were they investing relatively heavily in female school- 
ing? Did these various components of their schooling investments increase 
relatively rapidly in the 1965-1987 period? In 1987 were these economies 
investing relatively heavily in schooling? Were they investing relatively 
heavily in certain schooling levels? Were they investing relatively heavily in 
schooling for females? 

This paper is organized as follows. The first section describes the data 
used for the analysis, their limitations, and the implications such limitations 
have for the analysis that follows. Then summary data are presented on 
overall and female schooling enrollment rates at three levels in 1965 and 
1987 for the seven East and Southeast Asian countries of particular interest 
and, for comparison, for the other East, Southeast, and South Asian coun- 





1. Data on the fourth of the original NICs, Taipei,China, is not included in the basic sources 
utilized for this study. 
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tries for which such data are available. The following section discusses how 
the seven East and Southeast Asian countries of interest compare with the 
international experience, as summarized by cross-country regressions for 
overall enrollment rates and expected schooling for 1965 and 1987. Similar 
regressions and comparisons for males and females and the male-female 
differences in such enrollment and expected schooling rates for 1965 and 
1987 are then examined. The final section presents regressions and com- 
pares East and Southeast Asian experiences in the seven countries of 
interest, with those regressions for the changes between 1965 and 1987 in 
total male and female schooling investments. Conclusions follow. 


Sources of and Limitations in Cross-Country Data 
Used in this Study’ 


‘We use data primarily from the World Bank (1990a)’ to attempt to place 
recent East and Southeast Asian schooling investments into a cross-country 
perspective. 


Dependent Variables. The most frequently used data for comparing 
schooling investments across countries are the enrollment rates for primary, 
secondary, and tertiary schooling compiled by the United Nations Education, 
Scientific and Cultural Organization (UNESCO) primarily from annual 
reports of ministries of education from various countries. We focus on school- 
ing enrollments in this paper, as well as a summary measure of the schooling 
investment in a given year in the form of the expected schooling for a syn- 
thetic cohort that is calculated from the schooling enrollment data. This 
summary measure indicates what level of schooling would be expected for an 
individual who had the probabilities of attending primary, secondary, and 
tertiary schooling that are reported for the indicated year.' 


2.This section draws on materials in Behrman and Rosenzweig (1993, 1994), Ahmad (1994), 
Heston (1994), and Srinivasan (1994), to which interested readers are referred for further details. 

3. The earlier adult literacy data are from UNESCO (1965, 1970). Some of the indicators were 
constructed by manipulating the World Bank and UNESCO data to obtain gender and time differences 
and to construct expected years of school for synthetic cohorte. 

4. That is, the expected schooling for a synthetic cohort with Korean 1965 enrollment rates is 
1.01*6 + .53*6 + .06*6 = 9.5 grades, where the enrollment rates are from Table 1, and the 6s and 5s 
refer to the years for completion of the respective schooling levels. There are sex-specific rates given in 
World Bank (19902) and in the underlying UNESCO source generally for primary and secondary 
schooling levels, but not for tertiary schooling. Therefore to calculate the expected schooling levels for 
synthetic cohorts for males and females separately, we use the separate enrollment rates.for primary 
and secondary school levels but the same overall enrollment rates for tertiary scholling. If enrollment 
rates at all three levels in fact are lower for females than for males, this assumption causes us to 
underestimate the gender gap in expected schooling levels. However, for most of developing countries, 
particularly for 1965, the enrollment rates are low enough for tertiary schooling that this assumption 
does not have much effect on the estimated gender gaps. 
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There are four principal problems with the UNESCO schooling enroll- 
ment data. First, enrollment rates may reflect opening day enrollment rates, 
and not regular attendance so they may overstate regular attendance. 
Second, for many countries only gross enrollment rates (that is, enrollments 
in a school level of individuals of all ages relative to the census-estimated 
population for the age range thought appropriate for that school level) are 
available rather than net enrollment rates in which the age range for the 
numerator is the same as for the denominator. For countries with many late 
starters and/or many repeaters and near-universal schooling at a given level, 
the gross enrollment rates can (and often do) exceed 100 per cent. For coun- 
tries for which both the gross and the net enrollment rates are available, the 
ratios of the two vary considerably because of substantial differences across 
countries in late starting of school and in grade repetition. If the interest is 
in characterizing the extent of schooling investments in a given year, then 
the use of the gross enrollment rates may be preferable to the use of the net 
enrollment rates. But if the interest is in characterizing the extent of 
medium-run investment, the net schooling rates probably are preferable 
since they net out those who are repeating grades. Third, different starting 
ages for school and different durations of schooling levels further make cross- 
country comparisons more difficult. Fourth, enrollment rates address only 
the quantitative, not the qualitative, dimension of schooling investments." 

If the errors that are introduced into the analysis due to such consid- 
erations are independent of the right-side variables in our regressions, they 
do not cause any biases in the estimates of the regression coefficients. Of 
course if there is an error in the report for a particular East or Southeast 
Asian country of interest, even if the international regression line is unbi- 
ased, the location of that country relative to the international regression line 
reflects the error in the report for that country. 

It would seem likely that these errors are not independent of the right- 
side regression variables, but instead overestimate schooling investments for 
lower per capita income countries with lower adult literacy. Such countries 
are more likely to have opening day enrollments that overstate year-long 
attendance, more late starting and grade repetition, and schools of lesser 
quality. If so, then the cross-country estimates are likely to yield coefficients 
that understate the impact of the right-side per capita income and adult 


5. Some studies find that the qualitative dimensions of school are very important, and in some 
cases have higher marginal rates of return than expanding school enrollments at current quality levels. 
For example, see Alderman, Behrman, Khan, Ross, and Sabot (1998), Behrman and Birdsall (1983), 
Behrman, Birdsall, and Kaplan (1994), Behrman, Ross, Sabot and Tropp (1994), Hanushek, Gomes- 
Neto, and Harbison (1992), and Harbison and Hanushek (1992). Aggregate data with which to compare 
the quality of schooling across a large number of developing countries are quite limited (for example, 
student-teacher ratios, or central governmental expenditures on schooling). 
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literacy variables. We cannot assess, however, whether this is likely to result 
in a bias of where the East and Southeast Asian countries of interest stand 
relative to the international regression lines since this is likely to depend 
upon the extent of bias in the data for these countries relative to that for 
other countries with similar levels for the right-side variables. 


Right-Side Variables. Our right-side variables are per capita income 
in all of our regressions and, in alternative regressions, adult literacy rates. 

World Bank (1990a) presents estimates of per capita gross national 
product (GNP) data transformed into 1988 US dollars at official exchange 
rates (using the weighted average over three years to lessen the impact of 
transitory ‘fluctuations, with adjustments for relative inflation, as is 
described in some detail in this source). We use these estimates to represent 
per capita income. There are a number of problems in comparing per capita 
GNP data over time for a particular country and across countries because ‘of 
difference in data quality (including the extent of quantification), coverage, 
definitions, and valuation. Srinivasan (1994) gives detailed examples regard- 
ing changes in some important dimensions of India’s national accounts over 
time that imply that the Indian national income data are subject to poten- 
tially large errors that may change over time. And India has one of the 
better statistical systems in the developing world. Similarly, and often worse, 
problems for the national income statistics for other developing countries, 
mean that both comparisons across countries and comparisons over time for 
a given country are subject to potentially large and changing errors of 
unknown magnitude. 

The adult literacy rates presented in the World Bank World Develop- 
ment Report are from UNESCO, which collects and/or estimates such data 
based on national and regional sources. The annual data are estimates based 
on extrapolations and interpolations from periodic censuses and surveys for 
years that are not census years. Since the underlying concept of interest for 
our purpose is a stock concept—the literacy of the stock of adults, typically 
over age 15—the extrapolated and interpolated estimates may not be too 
misleading for the purpose of representing longer-run developments and 
changes in such developments over more than two decades, though they 
clearly are not likely to represent shorter-run fluctuations well. The underly- 
ing data on which these estimates are made are available more frequently 
and for more years for countries with higher per capita income. Also the 
literacy rates based directly on census data are more strongly associated 
with World Bank reported per capita incomes than the estimates reported by 
the World.Bank for a given year—many of which, as noted above, are extra- 
polations or interpolations. Further, different definitions of literacy are used 
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across countries, which may be viewed as measurement error, though it is 
not clear that such measurement error is random (with the impact of reduc- 
ing the absolute value of estimated coefficients). Finally, literacy represents 
only one dimension of skills, and not quantitative skills nor advanced knowl- 
edge. The latter point means that it is likely to provide a much better indica- 
tor of differences in the stock of educated adults among countries with 
relatively low stocks (generally less developed countries) than among coun- 
tries with relatively high stocks (and therefore almost universal literacy). 

The net effect of these data problems on characterizing how the East 
and Southeast Asian countries of interest fare, relative to other countries 
with similar per capita income and stocks of educated adults, is difficult to 
assess. Because of such data problems, international comparisons must be 
made with more than a grain of salt. But because they still help to increase 
our understanding of the human capital investments in the seven East and 
Southeast Asian countries of interest relative to other countries, we have 
proceeded with the analysis. 


East and Southeast Asian Enrollment Rates in 1965 and 1987 


Table 1 gives primary, secondary, and tertiary school enrollment rates 
for the seven Asian countries of interest, for other Asian countries for which 
such data are available, and for the averages for low-income and middle- 
income country groups. Only PRC and Indonesia, among the seven Asian 
countries of interest, were included in the low-income group as defined by 
the World Bank. The other five were included in the middle-income group 
until recently when Singapore and Hong. Kong were "promoted" to the high- 
income group. 

Enrollment rates reflect one important component of the current invest- 
ment in schooling. In 1965, the seven Asian countries had. somewhat diverse 
enrollment patterns. Indonesia and Thailand tended to have relative low 
enrollment rates among these countries and in comparison with larger 
country groups, and the other five countries tended to be near or above the 
mean experiences of current middle-income countries. Singapore stood out as 
having the highest enrollment rates among these seven countries and among 
all developing countries. Even Singapore, however, did not have the highest 
enrollment rates among developing countries in East and Southeast Asia. 
The Philippines, for example, had higher primary and tertiary enrollment 
rates than Singapore and secondary enrollment rates only 4 per cent below 
those:of Singapore. The enrollment rates of the seven Asian countries of 
interest all tended to be relatively high in comparison with the means of low- 
income and: middle-income country groups particularly at the primary 
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school level. Gender gaps in primary school enrollments tended to be smaller 
in the seven countries of focus (except for Indonesia) than for the mean for 
all middle-income countries. But, among the seven, only Thailand had a 
smaller secondary school gender gap than the mean for all current middle- 
income countries. In none of these seven East and Southeast Asian countries 
was the gender gap for either primary or secondary school enrollment 
smaller than the gender gaps in the Philippines. 

In 1987, total gross primary schooling enrollment rates were above 100 
per cent for all but one of these seven countries, the exception being 
Thailand." But it should be noted that for all developing countries the mean 
in that year was 104 per cent, so the gross enrollment rates for the seven 
countries were not exceptionally high except in PRC. Among these seven 
countries, only the increases of 46 per cent in primary school enrollment 
rates between 1965 and 1987 for Indonesia, and of 43 per cent in PRC 
exceeded the mean increase of 31 per cent for all current low-income 
countries. Further, in addition to Indonesia and PRC, only the increase of 17 
per cent for Thailand exceeded the mean increase of 12 per cent for all 
current middle-income countries. For all countries of interest except Singa- 
pore and Thailand for which female primary schooling enrollment rates are 
available, these enrollment rates were over 100 per cent. The gaps in 
Malaysia, Republic of Korea, and Hong Kong between female and total gross 
primary schooling rates had fallen to less than the mean gap of 3 per cent for 
all current middle-income countries. 

Between 1965 and 1987 the total secondary school enrollment rate in- 
creased by 14 per cent in Thailand and 19 per cent in PRC, much less than 
the 31 to 53 per cent increases in the other four countries for which data are 
available and the mean of 28 per cent for all current middle-income countries 
(for Thailand, less than the mean of 17 per cent for all current low-income 
countries). As a result, the Thai total secondary school enrollment rate in 
1987 was 28 per cent, below the means of 37 and 54 per cent, respectively, 
for the low-income and middle-income country groups, while those for PRC 
at 43 per cent and for Indonesia at 46 per cent were between those two 
means. Those of the other three countries (59 per cent for Malaysia, 74 per 
cent for Hong Kong, and 88 per cent for Republic of Korea) were above both 
means. For the four of the seven countries for which data are available, the 
gap between the total and female secondary school enrollments ranged from 





6. There is no data for Singapore for 1987 in World Bank (19908), so our comments about 1987 
are for the other six countries. However, from other evidence, it would appear that Singapore contin- 
ued to have relatively high enrollment rates among the seven countries of interest in secondary and 
tertiary schooling, though some of the gains in the others (for example, PRC and Republic of Korea) 
were considerable. : 
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6 to -2 per cent, with PRC and Republic of Korea having gaps favoring males, 
Hong Kong having a slight gap favoring females, and Malaysia having no 
measured gap. This placed all but PRC among these four countries at about 
the mean gap of 0 per cent for all middle-income countries (though with 
much smaller gaps than the mean of 8 per cent for all low-income countries). 

Of the seven countries of interest, tertiary enrollment rates in 1987 are 
available only for PRC, Thailand, Malaysia, and Republic of Korea. The 
increases in tertiary enrollment rates of 18 per cent for Thailand and of 30 
per cent for Republic of Korea, between 1965 and 1987, were high relative to 
the mean of 11 per cent for all middle-income countries. In contrast, those of 
5 per cent for Malaysia and 1 per cent for PRC were relatively low. As a 
result, the tertiary enrollment rates in 1987 in Thailand of 20 per cent’ and 
in Republic of Korea of 36 per cent were higher than the mean of 17 per cent 
for all middle-income countries, and those for Malaysia of 7 per cent and for 
PRC of 2 per cent were relatively low. 

Thus in 1987, among the East and Southeast Asian countries of concern, 
only PRC differed much from the averages for all developing countries for 
primary school enrollment rates. Most of the other six countries of interest 
tended to have higher secondary and probably tertiary enrollment rates. 
However, Thailand was a notable exception, with lower primary and secon- 
dary, though somewhat higher tertiary enrollment rates. The low tertiary 
enrollment rates of Malaysia and PRC are also noteworthy. Gender gaps in 
the countries of concern also generally tended to be relatively small, though 
less so in PRC. 


Comparisons of Total East and Southeast Asian Schooling 
Investments with Cross-Country Experience 


Table 2 presents comparisons of East and Southeast Asian schooling 
investments in 1965 and 1987 with cross-country regressions based on all 
countries in the World Bank (1990a) that have the necessary data.” The 
dependent variables are the total enrollment rates for each of the three 


7. In substantial part, the relatively Thai tertiary enrollment rate reflects the high enrollments 
in the open university in which many students do not regularly attend classes and only a small 
proportion of whom obtain degress. Therefore, World Bank (1990b) and Sussangkarn (1991) adjust the 
Thai estimate to 11 per cent by removing those students who are enrolled in the open university. We 
note the implications of such an adjustment in our discussion of the Thai tertiary enrollments relative 
to the international regression lines below, but we do not actually adjust the data here because we do 
not have information with which to adjust the data for other similar anomalies for other countries. 

8.We also have tested for pooling the data for 1965 and 1987, but to limit clutter, we do not 
present the results here. The relations both for this section and the next section differ between 1966 
and 1987 primarily because of differences in the constants. 
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schooling levels and the expected years of schooling implied by those rates 
for a synthetic cohort that experienced such schooling enrollment rates. 

We present two cross-country regressions for each dependent variable. 
Both of these regressions control for a polynomial in average per capita 
income’ in the relevant year; the second controls for adult male and female 
literacy." Because there may be some gender segmentation in the labor 
markets for skilled persons, we include the literacy rates separately for adult 
males and femalés. The adult literacy rates can be viewed as controls for 
initial conditions. As such, one might expect positive coefficient estimates if 
the effects of positive serial correlation in schooling investments due. to cul- 
ture prevail or negative coefficient estimates if catch-up phenomena prevail. 

The adult literacy rates also can be viewed to be inverse indicators of 
the scarcity cost or the price of schooling." This is a particular interpretation 
of the initial conditions in which these conditions work through the prices of 
skilled individuals to staff the school systems. If such a phenomenon domi- 
nates, the coefficient estimates should be positive (since if literacy is higher, 
the price for skilled staff is lower, and greater demand is induced). Under 
such an interpretation the income and literacy effects can be interpreted as 
representing the income and price demand effects for school investments, 
under the presumption as in Schultz (1987, 1988) and Behrman (1987) that 
such effects are transmitted in part through the political system for public 
schools in addition to any more direct demand effects for private schools. In 
such an interpretation, our estimates are reduced forms that incorporate 
both the direct demand for schooling of households and the supplies of 
schools that reflect in a substantial part the responsiveness of the political 
process (also market processes for private schools) to demands for schooling. 
The argument for interpreting this variable as a price variable has three 
components: First, the relative price of sufficiently skilled labor to staff the 
school levels that most students attend and of inputs that are complemen- 
tary with schooling is inversely related to the share of the adult population 


9. Beyond the average per capita income, the distribution of income also may be important, but 
comparable measures of income distribution are available for relatively few countries, so we do not 
explore the possible importance of income distribution. 

10. We use the literacy rates reported for 1965 and 1985 because those are available in the World 
Bank (1990a) and in UNESCO (1965, 1970). Since adult literacy refers to a stock concept, we do not 
think that the slight lags between the outcomes of interest and the literacy rates have much effect on 
the estimates. In fact, to the extent that there is some lag in adjustment to relative scarcities, it may be 
preferable to use lagged values for the relative stocks of literate adults. 

11. The direct measure that we would like to have would be the relative price of the time of 
adults with control for the qualifications needed to be school teachers. Such data are not readily avail- 
able. Conceptually, one can think of estimating such data with controls for selectivity into different 
occupations, but with existing data this would be an enormous task to undertake for all the countries 
included in the cross-country regressions, and is far beyond the scope of this paper. 
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that has such skills. Second, the adult literacy rate is a good proxy for the 
relative size of the adult population with such skills.” Third, the literacy rate 
is not representing other, nonprice considerations.” Because the literacy 
rates are proxies for the relevant scarcity prices and have some definite limi- 
tations as such, and because estimates of the literacy rates are not available 
for some countries of interest in some years (for example, Republic of Korea 
in 1987), we present the regressions without them as well as those with 
them.“ 

The two regressions that we present in the tables for each outcome are 
labeled A and B. The first regression, A, has only a cubic in real per capita 
GNP.” Since this regression has only income terms on the right side, we use 
it for some figures below that plot actual and predicted schooling invest- 
ments against per capita income. The second regression, B, also has a cubic 
in per capita income and, in addition, both male and female adult literacy 
rates. Since adult literacy rates are not available for all countries, the B re- 
gressions generally are based on fewer countries than are the A regression. 
Regressions of type B, with the adult literacy rates, are in a number of cases 
considerably more consistent with the variance in the educational invest- 
ments of interest in the cross-country regressions in the tables. For this 
reason we focus on alternative B in discussing the regression results in these 
tables, but we note cases in which the conclusion that one draws differs 
much from that of alternative A. We refer to the regression for a given 
dependent variable that is more consistent with the cross-country experience 
as the preferred regression. Generally for the cross-sectional regressions the 
preferred regression is B. For the differenced regressions in Table 6, 
however, regressions À usually are preferred in this sense. 


12. Presumably, it is a better proxy for primary and lower middle schooling than for upper 
secondary and tertiary schooling. 

18. For example, there may be cultural differences across countries that affect both the stock of 
literate adults and current investments in schooling of children, for which literacy may proxy in cross- 
country regressions. If this is the case in part, then it may be misleading to interpret the estimated 
impact of literacy in cross-country regressions as purely a price effect. But the regressions that include 
literacy rates among the right-side variables as controls are still preferred over those that do not, so 
that the estimated income coefficients are not biased by such cultural effects. See the later section on 
comparisons of changes in schooling investments for some exploration of the possibility that the 
literacy rates are representing unobserved fixed effects such as culture. 

14. Richard Sabot (personal communication) has suggested to us.that the literary rate, by 
representing the accumulative past schooling enrollments, reflects serial correlation in the enrollment 
rates. This is probably true, but the wage for skilled labor would also reflect the same phenomenon if it 
declines relatively with relatively more skilled labor as argued, for example, in Knight and Sabot 
(1990) for a particular developing country context on the basis of careful microempirical analysis. 

15. We initially used a quadratic in per capita income, as is common in similar cross-country 
Studies because of the perception that for many dependent variables there are positive associationg 
with per capita income that decline as per capita income increases. However, our initial explorations 
suggested that there are per capita income effects beyond those captured by a quadratic, so we changed 
to a cubic instead. 
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Table 2 gives the cross-country regression estimates both for 1965 and 
1987 for the total enrollment rates for each of the three school levels and for 
the expected years of schooling for a synthetic cohort. Table 3 gives the 
residuals from the A and B regressions for the seven Asian countries of 
interest and for other East, Southeast, and South Asian countries. Figures 1 
and 2 plot linear A regressions for the primary school enrollment rates for 
1965 and 1987 respectively, with the observed values indicated explicitly for 
the seven Asian countries of interest and for other Asian countries for which 
the data are available. Figures 3 and 4 plot similar A regressions for 
expected schooling for 1965 and 1987 respectively. 


Regression Results. For 1965, the B regressions are consistent with 
from about one-half to four-fifths of the sample variances. For each of the 
four dependent variables the polynomials in income alone are consistent with 
over half of this "explained" variance. In most of the A and B regressions the 
coefficient estimates for the quadratic and/or cubic per capita income terms 
are significantly'^ nonzero. However, the implied curvature over the range of 
incomes for the developing countries is not very large. For primary and sec- 
ondary enrollments and for the expected years of schooling, male literacy 
rates have positive significant effects beyond the income effects. These signs 
are consistent with the interpretation of a negative price effect that is given 
above, as well as with positive serial correlation due to culture, but not with 
a convergence or catch-up effect. That both the literacy variables are not 
Significant for tertiary schooling alone among the four outcomes is not sur- 
prising since literacy rates probably capture least well the availability of 
skilled personnel for that school level." For the other three dependent vari- 
ables, the inclusion of adult literacy rates increases substantially the consis- 
tency of the estimates with the cross-country variance. 

For 1987, the B regressions are consistent with more (than for 1965) of 
the cross-country variances—from over three fifths to nine-tenths of those 
variances. In some cases the income effects again are significantly nonlinear, 
though again with only a limited effect on the curvature. These relations are 
shifted upwards relative to those for 1965 over the range of incomes and 
literacy rates similar to those for the seven Asian countries of interest, as is 
clear from comparing the intercept terms in Figures 1 and 2. This shift also 
is indicated by comparisons of the constant estimates for regressions A, but 





16. We use significant to refer to the standard 5 per cent level throughout this paper unless 
otherwise qualified. 

17. Probably for similar reasons, Adams, Behrman, and Boldin (1991) report that in cross-country 
estimates of total production functions, literacy rates tend to have significant coefficient estimates only 
for the low-income country group. 
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Figure 1: Cross-Country Regression for Total Primary Schooling Enrollment Rates in 
1965 with Selected Asian Countries Indicated 
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Figure 2: Cross-Country Regression for Total Primary Schooling Enrollment Rates 
in 1987 with Selected Asian Countries Indicated 
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Figure 3: Cross-Country Regression for Total Expected Schooling in 1965 with 
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Figure 4: Cross-Country Regression for Total Expected Schooling in 1987 with 
Selected Asian Countries Indicated 
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for regressions B much of the apparent shift is due to adult literacy 
increases. The male literacy rate again has significant positive coefficient 
estimates for the primary and (at the 10 per cent level) secondary school 
enrollments and for the expected years of schooling for a synthetic cohort. In 
addition, the female literacy rate has significant positive coefficient estimates 
for tertiary schooling.” There are some definite effects of adult literacy in 
these relations, which presumably reflect the importance of initial condi- 
tions, perhaps in part through prices, though not of convergence or catch-w 
effects. 


Comparison of Seven Countries’ Experience with International 
Regression Lines. Table 3 gives the estimated residuals for the seven 
Asian countries of interest, and for other East, Southeast, and South Asian 
countries for comparison, for both the À and B regressions. Figures 1 and 2 
give the positions of these seven East and Southeast Asian countries and of 
other Asian countries with regard to primary school enrollments in with the 
international experience on the basis of the A regressions for 1965 and 1987. 

In 1965, the regression A lines indicate that the seven East and South- 
east Asian countries of interest had relatively high levels of investments in 
primary and secondary schooling in comparison with the general interna- 
tional experience once there is control for per capita income, but not particu- 
larly high in comparison with the really high Asian investors in schooling 
such as the Philippines and Sri Lanka (and India for secondary enrollments). 
For tertiary school enrollments in 1965, only Singapore and Republic of 
Korea, among the seven Asian countries of interest, were above the A 
international regression line, and neither of these countries was nearly as 
far above the line as the Philippines. The combined effect of the enrollment 
rates at the three schooling levels on the expected years of schooling was to 
place all seven of the East and Southeast Asian countries of interest above 
the international A regression line, but with only four of them more than a 
grade above (for example, Republic of Korea with 2.8 grades, PRC with 2.5 
grades, Singapore with 2.1 grades, and Malaysia with 1.5 grades). Moreover, 
none of the seven was as high above as the Philippines (5.2 grades) and Sri 
Lanka (3.2 grades), and only Republic of Korea, PRC, and Singapore were 
more above the line than India (1.7 grades). 

If there is control for adult literacy as well in the B regressions, then in 
1965, of the seven Asian countries of interest, only Malaysia (for primary, 
secondary, and tertiary school enrollments and expected schooling), PRC (for 


18. For tertiary enrollments the male literacy rate also has a significant negative coefficient 
estimate that apparently reflects multicollinearity in that it appears positively if the female literacy 
rate is precluded from the specification. 
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primary and secondary school enrollment and expected years of schooling), 
and Republic of Korea (for secondary school enrollment and expected years of 
schooling), were above the international B regression lines." With respect to 
the summary measure of the expected years of schooling, among the 
countries for which Table 3 presents estimates, Malaysia with 2.4 grades 
above the international B line was second only to the Philippines with 2.7 
grades. However, none of the other seven Asian countries of interest were 
near to India (1.0 grades above), and three of them were a grade or more 
below the international B regression line (Thailand 2.2 grades below, 
Indonesia 1.5 grades below, and Hong Kong 1.0 grades below). 

In 1987, among the seven countries, only PRC and Indonesia had 
primary enrollment rates more than 10 per cent above the A line, and only 
Indonesia, Republic of Korea, and PRC had secondary enrollment rates more 
than 10 per cent above the A line. The overall primary and secondary 
enrollment rates among the seven countries were not particularly high in 
comparison with other Asian countries such as the Philippines, Sri Lanka, 
and India. For tertiary school enrollments in 1987, data are available only 
for four of the seven countries: Republic of Korea (18.5 per cent above), 
Thailand (10.8 per cent above), PRC (4.6 per cent below), and Malaysia (5.6 
per cent below). For these four countries the expected years of schooling 
were above the A regression line, though only for PRC and Republic of Korea 
by as much as one grade (4.3 and 1.3 grades, respectively)" Even PRC and 
Republic of Korea were not as much above the line as the Philippines (5.3 
years above), and only PRC was above Sri Lanka (3.8 years above).” 

If there is control for adult literacy as well in the B regression, only 
PRC, Indonesia, and Malaysia have primary and secondary school enroll- 
ments above the international regression lines. Primary and secondary 
School enrollment rates for Thailand and secondary enrollment rates for 
Hong Kong all are more than 15 per cent below the lines." The summary 
measure of the expected years of schooling in 1987 is available only for PRC 


19. There are no estimates for Singapore because of the absence of literacy data. However, 
because of the apparent high adult literacy rates in Singapore at the time, probably Singapore would 
have been lower relative to the B international regression lines than relative to the A international 
regression lines diacussed above. 

20. However, it appears from the primary and secondary enrollment rates that expected years of 
schooling for Indonesia probably were more above the regression line, though the absence of data on 
tertiary enrollmenis precludes this calculation. On the other hand, it appears from the primary and 
secondary enrollment rates that Hong Kong might have been below the regression line for expected 
years of schooling in 1987 had tertiary enrollment data been available. 

21. And probably India, though the absence of data on tertiary enrollments precludes the 
calculation of expected years of schooling for 1987 for this country. 

22. The data are not available for Republic of Korea and Singapore. 
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(1.7 grades above the international B line), Malaysia (0.1 grades above the| B 
line), and Thailand (2.4 grades below the B line).” 

In summary, the seven Asian countries of interest tended to have had 
relatively high primary and secondary enrollment rates in 1965 in com- 
parison with the international experience controlling for per capita income, 
though not high relative to the Philippines, Sri Lanka, and, at least at the 
secondary level, India. For 1987, data are more sparse, but only PRC and 
Indonesia at the primary and secondary levels and Republic of Korea at the 
secondary level, among the seven Asian countries of interest, had high 
investments relative to the international regression line with control for per 
capita income. If there also is control for adult literacy rates, since the seven 
Asian countries of interest tend to have had relatively high literacy, for both 
1965 and 1987 the schooling investments of these countries tend to have 
been less impressive relative to other countries than appears without such 
controls. Since there seems to be some rationale for including adult literacy 
as a control for prices of inputs into the schooling process or, alternatively, 
for initial conditions such as persistent cultural effects, neither in 1965, 
before a quarter century of rapid growth, nor in 1987, after a number of 
years of relatively rapid growth, did the seven Asian countries of interest as 
a group appear to have had unusually great schooling investments, though 
some individual countries within this group did have relatively high 
enrollment rates at some school levels in these years. 


Comparisons of Male and Female East and Southeast Asian 
Schooling Investments with Cross-Country Experience 


Several recent studies of important dimensions of the development 
process, particularly regarding demographic and human resource outcomes, 
place considerable emphasis on the critical role of either female schooling or 
gender gaps between male and female schooling (for example, Behrman 
1990c, 1993; King 1990; King and Hill 1993; Schultz 1988, 1993; World Bank 
1980, 1981, 1991). Table 4 gives A and B regression estimates similar to 
those in Table 2, but with separate relations for males versus females." In 


! 

23. However, the primary and secondary enrollment rates suggest that, if tertiary enrollment 
rates were available, the expected years of schooling for Indonesia would be above the international B 
line and those for Hong Kong probably below the line. 

24. Data are given in World Bank (19902) only for the female enrollment rates for primary] and 
for secondary school in addition to the total enrollment rates for all three schooling levels. For the 
estimates that we present in this section, we assume that the sizes of the relevant age cohorts are the 
same for males as for females in order to be able to estimate male primary and secondary enrollment 
rates. To calculate the expected years of schooling for synthetic cohorts, as we note above, we assume 
that there are no gender differences in the tertiary enrollment rates. 
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addition this table gives estimates of the differences between the male and 
female primary and secondary enrollment rates and the.expected years of 
schooling for synthetic cohorts. The estimates for the differences between 
male and female enrollments and expected years of schooling control for any 
unobserved country characteristics that affect male and female schooling 
investments equally. Table 5 gives the residuals for the seven Asian coun- 
tries of interest and for other East, Southeast, and South Asian countries 
from the A and B regressions reported in Table 4. Figures 5-to 8 plot linear 
regression A lines for primary enrollment rates for 1965 and 1987 for males 
and females respectively (with the position of the.seven Asian countries of 
interest and of the same other countries as in Figures.1 to 4 indicated 
explicitly). Figures: 9 to 12 are similar, but plot: SES years of schooling 
for a sya hec cohort. ; 


Bégromdun Results. Mans: of the €— in ES regressions in Table 
4 are similar to those that. are discussed earlier, without significant differ- 
ences between the estimates for females versus males. Therefore, to avoid 
repetition, we summarize here only the results that indicate some GE 
difference between males and females. ` .. i EE 

' For 1965, regression 3A is consistent with hiss fifths of the variance in 
the difference in primary school enrollments between males and females. 
This regression suggests that this difference is a significant 22.9 per cent for 
very low incomes, but tends to be lower for higher incomes. These estimates 
also imply that the gap increases; significantly with male literacy but falls 
significantly (and significantly more) with female literacy.” This may reflect 
that in some countries teachers for children are largely of the same sex as 
the children in single-sex schools, so the relative scarcity ‘value. of teachers 
for a child depend on the stock of skilled adults of the same ses" Por secon- 
dary school enrollment, regression 6B is consistent with about two-fifths of 
the. variance. The constant in this regression is positive but:in this case is 
insignificant, and in this case the relation of the gap with income is not sig- 
nificant.” Se. the male Ee rates are Ge with ee 


f 


25. However, note the contrast with the šparat estimates for males and Gender? in regressions 
1B and 2B, in which only the male literacy rates have significant positive coefficient estimates. In part 
this contrast may reflect that regression 3B controls for unobserved country effects, including the 
general role-of' women, the lack of control for Wi in Ee 1B and 2B may cause eer in the 
coefficient estimates. 

. 26, Rural Pakistan is'one such case. In this case, Alderman, :Belirman, Ross and Sabot (1994) 
suggest that elimination of the gender gap in the availability of:primary schools (possibly requiring a 
large expansion in. the number of women teachers) would eliminats much ii the BEE ead gap 
in n cognitive achievement. Ë 

: 27. Note that in regression 6A, which only has the polynomial h in income, s tho oi is 0. o y and the F 
test indicates a lack of significance for the overall relation.- ! 
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larger—and the female literacy rates with significantly smaller—gender 
gaps in enrollment. Regression 9B for the combined effect of gender gaps in 
enrollment rates in terms of the gender difference in expected years in school 
is consistent with seven-tenths of the variance in that variable. The constant 
in this regression indicates that at very low income levels males have 1.8 
more years of expected schooling than do females. The polynomial in income 
is significant (though not the individual coefficient estimates) and implies 
that this gap also initially is higher, but at a decreasing rate, for higher per 
capita incomes." The literacy rates again indicate a significant positive effect 
of adult male literacy and a (significantly larger in absolute value) signifi- 
cant negative association with adult female literacy. 

For 1987, regression 12B is consistent with seven-tenths of the ' variance 
in the difference in primary school enrollments between males and females. 
This regression suggests that this difference is a significant 16.5:per cent for 
very low incomes, which is substantially smaller (6.4 per cent smaller) than 
the constant in the parallel regression for 1965. As in the estimates for 1965, 
the income effects in this regression are weak and individually not signifi- 
cantly nonzero. As for the estimates for 1965; these estimates imply’ ‘that the 
gap increases significantly. with male literacy but falls significantly (and 
more: significantly) with female literacy. For secondary school enrollment, 
the estimates are similar in a number of respects to those for primary school 
enrollment: régression 15B is consistent with about seven-tenths of the 
variance, the individual income terms do not have a significant coefficient 
estimates, and the estimates imply that the gap increases significantly with 
malejiteracy but falls significantly with female literacy. There are ‘also two 
noteworthy differences: the constant is significantly negative (rather than 
significantly positive) and there is ‘not a significant difference between the 
absolute magnitudes of the two literacy coefficient estimates (rather than 
that for females being significantly larger in absolute value). Regression 18B 
for the combined effects of gender gaps in enrollment rates in terms of £he 
gender difference in expected years in school is also consistent with about 
seven-tenths of the variance in that variable. The constant in. this régression 
indicates that at very low income levels, males do not have significaritly more 
years of expected schooling than do females, and the point estimate is less 
than half that estimated for 1966. The cubic in income has a relatively weak 
effect with the individual coefficient estimates not significàntly nonzero, 
although the combination is (as for the 1987 enrollment gap- estimates and 
for most of the 1965 estimates). The coefficient estimates: of literacy rates 


28. The pattern is somewhat different i in See 9A. Without the Bos rates} the linear 
` term on income is negative rather than positive as in regression 9B, suggesting t thät Bees from very 
low i incomes there is a tendency for the gap to decline. : 
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Figure 5: Cross-Country Regression for Female Primary Schooling Enrollment 
Rates in 1965 with Selected Asian Countries Indicated 
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Figure 6: Cross-Country Regression for Male Primary Schooling Enrollment Rates 
in 1965 with Selected Asian Countries Indicated 
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Figure 7: Cross-Country Regression for Female Primary Schooling Enrollment Rates 
in 1987 with Selected Asian Countries Indicated 
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Figure 8: Cross-Country Regression for Male Primary Schooling Enrollment Rates | 
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Figure 9: Cross-Country Regression for Female Expected Schooling in 1965 with ` 
Selected Asian Countries Indicated 
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Figure 11: Cross-Country Regression for Female Expected Schooling in 1987 with 
Selected Asian Countries Indicated 
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Figure 12: Cross-Country Regression for Male Expected Education in 1987 with 
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again indicate a significantly positive association. with adult male literacy 
and a significantly negative association with adult female literacy (with 
these two effects not differing significantly in absolute magnitudes) ` 


Comparison of Experience of Seven Asian Countries with Inter- 
national Regression Lines. In 1965, six of the seven Asian countries 
(except PRC) had gender gaps favoring males in primary schooling enroll- 
ment that were less than the international A regression lines: over 10 per 
cent less for Republic of Korea and Thailand and about half that magnitude 
less for Indonesia, Malaysia, Hong Kong, and Singapore. Among other coun- 
tries included in Table 5, only the Philippines had a gender gap in primary 
school enrollment that favored males less than did Republic of Korea and 
Thailand, and only Sri Lanka among the seven Asian countries of interest 
had a gender gap of about the same order of magnitude as the other four 
countries. The contrast for the secondary school enrollment rates, however, 
is striking. Thailand had about the gender gap for secondary school enroll- 
ment rates predicted by the international A regression line, but the other 
five of the seven Asian countries of interest for which data are available had 
gender gaps favoring males greater than that predicted by the international 
A regression line. Particularly striking was the 14.1 per cent greater gender 
gap favoring males in secondary school enrollment rates for Republic of 
Korea, a magnitude exceeded only by India (and not by Bangladesh nor 
Pakistan) among the other countries included in the table. In contrast to the 
Seven Asian countries of interest, Sri Lanka had a gender gap favoring males 
in secondary enrollment 6.3 per cent less than the international regression 
line and that for the Philippines was 4.1 per cent less. The combined effects 
of the relatively small gender gaps favoring males in primary school enroll- 
ments and relatively large gender gaps favoring males in secondary school 
enrollments in the seven countries are reflected in the expected years of 
schooling. The effects are largely offsetting, so that among the six countries 
with data, only for Thailand was the difference in the gender gap favoring 
males from that predicted by the international experience larger than 0.3 
grades in absolute magnitude. For Thailand the gap was 0.8 years less than 
predicted by the international experience. For Indonesia, the gap was also 
less, but for the other four countries of interest, the gap was somewhat 
greater than predicted by the international experience. For all of the seven 
Asian countries the gender gaps in expected years of schooling favoring 
males were less than in countries such as India (2.0 years above the interna- 
tional experience), Bangladesh (1.6 years above), and Pakistan (1.5 years 
above), but also greater than in the Philippines (1.2 years below), and Sri 
Lanka (0.9 years below). 
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If there is control for adult literacy as well in the B regression, the seven 
Asian countries as a group appear to have favored males in primary school 
enrollments by about the same as if there is no control for adult literacy (that 
is, with a smaller gender gap than in the international experience), albeit 
with some change in ordering among these countries (with Malaysia and 
Hong Kong being most below the international experience rather than 
Republic of Korea and Thailand).” With control for adult literacy, moreover, 
the gender gaps in primary school enrollment were less in the seven coun- 
tries than in the Philippines.” The gender gaps in secondary school enroll- 
ment for the seven countries in comparison with international experience, 
however, appear to favor males less with control for adult literacy than 
without such control. With such control, the gender gaps were less than 
predicted by international experience for Hong Kong (10.4 per cent less), 
Thailand (3.2 per cent less), and Indonesia (2.8 per cent less); and more for 
Republic of Korea (9.7 per cent more) and Malaysia (0.5 per cent more). As a 
result, the gender gaps favoring males in expected years of schooling with 
control for adult literacy were less than the international B regression line 
for Hong Kong (1.2 years less), Malaysia (1.0 years less), Indonesia (0.7 years 
less), and Thailand (0.4 years less), and slightly more for Republic of Korea 
(0.1 years more). ag 

In 1987, three of the five East and Southeast Asian countries of intere 
for which there are data had gender gaps favoring males in primary school- 
ing enrollment that were less than the international A regression lines— 
Indonesia, Malaysia, and Republic of Korea, but not Hong Kong and PRC. 
Among other countries included in Table 5 only the Philippines and Sri 
Lanka had gender gaps in primary school enrollment that favored males less 
than did Indonesia, Malaysia, and Republic of Korea. Gender gaps in secon- 
dary school enrollment rates are available only for four of the seven Asian 
countries of interest, with those for Malaysia and Hong Kong below the 
international regression line, while those for PRC and Republic of Korea 
were above the line. These gender gaps were much less than in India and 
much greater than in Sri Lanka and the Philippines. For expected years |of 
schooling, data are available only for PRC (0.3 years above the international 
regression line), Republic of Korea (on the international regression line), and 
Malaysia (0.7 years below the international regression line)—once again 
between India on the one hand (1.6 years above the regression line) and Sri 
29. As noted in the previous section, literacy data are not available for Singapore so this du 
is not included in the B regressions. As noted in the previous paragraph, gender breakdowns are not 
available for PRC for 1965 so PRC is not included among the countries underlying the discussion in this 


paragraph. i 
30. The absence of literacy data for Sri Lanka precludes comparison with this country. 
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Lanka and the Philippines on the other (respectively 1.5 and 1.4 years below 
the line). 

If there is control for adult literacy as well (in the B regressions), three 
of the four countries, among the seven Asian countries of interest for which 
there are data, favored males in primary school enrollments less than if 
there is no control for adult literacy (that is, with an algebraically smaller 
gender gap than in the international experience). These are Malaysia, Hong 
Kong, and PRC, though Indonesia favored males more. This placed these 
countries between Pakistan (10.4 per cent above) and India (9.7 per cent 
above) on the one hand, and Papua New Guinea (7.1 per cent below) on the 
other. With control for adult literacy, moreover, the gender gaps in primary 
school enrollment were less in the countries for which data are available, 
among the seven Asian countries of interest, in 1987 (as in 1965) than in the 
Philippines and Sri Lanka. The gender gaps in secondary school enrollment 
for the two countries among the seven Asian countries of interest for which 
data are available, in comparison with international experience favor males 
less with control for adult literacy than without such control. With such 
control, the gender gaps were less than predicted by international experience 
for Hong Kong, PRC, and Malaysia. Because of missing data, among the 
seven Asian countries of interest, only for PRC and Malaysia are there esti- 
mates for gender gaps favoring males in expected years of schooling with 
control for adult literacy, the values being 0.3 (for PRC) and 0.8 (for 
Malaysia) years less than the international B regression line. Malaysia has 
the largest discrepancy below the line for the countries included in Table 5. 

In summary, the perception of the extent of gender gaps in schooling 
investments favoring males in the seven Asian countries of interest relative 
to international experience is quite sensitive to whether or not there is-or is 
not a control for adult literacy. Without such a control, in 1965 these coun- 
tries appeared to favor females relatively at the primary level and to favor 
males relatively at the secondary level, with the two effects almost canceling 
each other out in the expected years of schooling, except possibly in Thailand 
where males seemed to be favored less. In 1987, they tended to favor females 
relatively at both the primary and secondary levels, but with a less stronger 
pattern. With control for adult literacy, in 1965 the pattern among the coun- 
tries in the group of seven Asian countries of interest differed more within 
this group than without this control, and there was more of a tendency to 
favor females relative to the international experience at the secondary school 
level and therefore in terms of expected years of schooling. In 1987, with 
control for adult literacy, the data are limited in their coverage, but again 
there appears to be greater favoring of females with than without control for 
adult literacy. 
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Comparisons of the Changes in East and Southeast Asian 

Schooling Investments with Cross-Country Experience : 

The previous two sections have focused on how East and Southeast 
Asian schooling investments in the seven countries of interest compared with 
the cross-country experiences in 1965 and 1987. A related, but distinct, 
question is how did the changes in East and Southeast Asian schooling 
investments in these countries compare with changes in the cross-country 
experience. This question is of interest because of its dynamic nature and 
because the difference estimates control for unobserved additive country- 
specific fixed effects.” Table 6 gives such estimates, and Table 7 summarizes 
their residuals for the seven Asian countries of interest and other Asian 
countries. 

Regression Results. For primary school enrollment rates, the esti- 
mates are consistent with from one-fifths to two-fifths of the variance in the 
changes in enrollment rates (total, female, and male). The estimated 
constants suggest fairly large increases independent of the changes jin 
income and in adult literacy rates, though much larger if there is no control 
for changes in adult literacy than if there is (for example, 19.1 per cent in 
regression 1A versus 7.7 per cent in 1B). The point estimates for the poly- 
nomial in changes in per capita income indicate greater increases in primary 
school enrollments for countries with larger income increases since the posi- 
tive coefficient estimates for the quadratic and cubic terms become more 
important relative to the negative one for the linear term with larger per 
capita income gains. The point estimates for the change in adult female 
literacy is significantly positive for the change in female and total enroll- 
ments (and, at the 10 per cent level, male enrollments). If there is no control 
for the changes in adult literacy rates, the estimated constant for females|of 
21.7 per cent is significantly greater than that of 15.5 per cent for males. 

For secondary school enrollment rates the estimates are consistent with 
about the same proportion of the variance, but the patterns are somewhat 

` different than for primary school. The estimated constants imply increases of 





31. That is, these estimates, by controlling for such fixed effects, have less in the way of omitted 
variable bias than do most of the estimates in Tables 2 and 4 (though, as noted above, the direct genter 
gap estimates also control for such factors). They may have more random measurement error due to 
the differencing (which would tend to lead to biases toward zero in the coefficient estimates), though 
Behrman (1984) shows that the control for systematic errors due to omitted variables such as for 
schooling quality and general educational environment—that may be relatively fixed within countries 
over time as compared with across countries at a point in time—may mean that the total bias is less for 
the differenced estimates. Finally, because the differences in the 1965 and 1987 estimates are primarily 
for the constants (see note 8), we include constants in these estimates but not changes in other 
coefficient estimates. 
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about 20 per cent in total enrollments independent of any income and adult 
literacy changes whether or not changes in adult literacy rates are included 
in the estimates without any significant difference between males and 
females. The estimated effects of the individual components of the poly- 
nomial in income are the opposite of those for primary school, with strong 
positive associations with the linear per capita income term and negative 
ones for the higher order terms. This implies that if one compares high 
versus low per capita income countries, the relative increases in secondary 
versus primary enrollments were greater in the latter. As for the primary 
enrollment changes, only the coefficient estimate for the changes in female 
adult literacy are significantly positive (for female and total enrollments). 
The coefficient estimate of the change in adult male literacy in relation to the 
change in female secondary enrollment is significantly negative, though the 
interpretation is not clear. 

For tertiary school, both relations are consistent with about a fifth of the 
variation in cross-country experience. In the A regression, the constant esti- 
mate implies an increase of 7.9 per cent independent of income changes and 
the linear per capita income term has a positive effect that is hardly miti- 
gated by the small and imprecise negative coefficient estimates of the higher 
order income terms. In the B regression, the constant is larger at 17.1 per 
cent, which appears to reflect an interaction with the estimated significantly 
negative (at the 10 per cent level) association with the change in adult male 
literacy. 

The changes in enrollments at all three levels imply a gain in expected 
years of schooling of 2.6 to 2.9 years, independent of the changes in per 
capita income and in adult literacy rates. In the A regression, income change 
has a significant positive effect for females, which carries over to the total 
years of schooling. In the B regression for females, the literacy change for 
males has a significantly negative effect and that for females a significantly 
positive effect. f 

Note that in the estimates in Table 6, there are generally relatively 
large standard errors for the changes in adult lteracy rates (particularly for 
males); in some of the cases that are exceptions to this generalization, the 
signs tend to be negative rather than positive. This may imply that in the 
- estimates in Tables 2 and 4 adult literacy rates particularly for males, 
: basically are proxying for some unobserved variables such as culture, so 
` their effects disappear once there is control for unobserved effects. If so, then 
the price interpretation given above is brought into question.” However 


82. However, the income estimates with such controls still are likely to be the preferred ones 
since one would not want to attribute to income differences across countries what are, say, cultural 
, differences. ? 
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since the samples are much smaller for the B than for the A estimates (since 
literacy rates must be available for both 1965 and 1987, in addition to the 
change in per capita income), it may be that the lesser significance of the 
literacy rates in Table 6 is due to the smaller and selected samples, since the 
countries for which such information is not available tend to be countries 
with lower incomes in 1965. 


Comparison of Experience of Seven Asian Countries of Interest 
with International Regression Lines. Table 7 gives the residuals for the 
seven Asian countries of interest and for some other East, Southeast, and 
South Asian countries. 

For the A regressions that control for the change in per capita income 
but not for the change in adult literacy, there are some estimates for all of 
the seven Asian countries of interest except for Singapore. For the change in 
primary school enrollments between 1965 and 1987, Indonesia was 28.1, 
PRC 24.9, and Hong Kong 10.8 per cent above the international regression 
line. The Republic of Korea was 7.2 per cent and Malaysia 2.1 per cent below 
the A line, while Thailand was virtually on the line. For none of these 
countries" does there seem to be a sharp difference between the extent to 
which female versus male enrollments increased relative to the international 
experience; though in all but Republic of Korea the female increase was 
slightly larger relative to other countries than the male increase. The 
amount by which Indonesia was above the regression line is the largest for 
any of the countries in Table 7, that for PRC is second, and that for Hong 
Kong is third. For all six of these countries the residuals were at least as 
positive as that for Sri Lanka and much more positive than for the 
Philippines. For the change in secondary school enrollments between 1965 
and 1987, three of these countries (Republic of Korea, Indonesia, and 
Malaysia) were above the regression line and three were below (Thailand, 
Hong Kong, and PRC). Malaysia and Republic of Korea were much more 
above the international regression line for female secondary enrollment 
changes than for males, while Hong Kong was further below the interna- 
tional regression line for females than for males. Republic of Korea and 
Indonesia had the highest secondary school enrollment changes above the 
international regression lines among all of the countries in the table, with 
Sri Lanka and the Philippines being the next two highest. For the change!in 
tertiary enrollments, Republic of Korea and Thailand were above the 
international regression line and PRC and Malaysia were below the. line. 


33. Again, the income estimates with such controls still are likely to be the preferred ones since 
one would not want to attribute to income differences across countries what are cultural differences. 
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these seven countries and among the highest of all developing countries. 
Even Singapore, however, did not have the highest enrollment rates among 
developing countries in East and Southeast Asia. The Philippines, for exam- 
ple, had higher primary and tertiary enrollment rates than Singapore and 
secondary enrollment rates only 4 per cent below those of Singapore. The 
enrollment rates of the other six of the seven Asian countries of interest 
tended to be relatively high in comparison with the means of low-income and 
middle-income country groups particularly at the primary school level. Gen- 
der gaps in primary school enrollments tended to be smaller in the seven 
East and Southeast Asian countries of focus (except for Indonesia) than the 
mean for all middle-income countries. However, only Thailand had a secon- 
dary school gender gap smaller than the mean for all current middle-income 
countries. In none of these seven East and Southeast Asian countries was 
the gender gap for either primary or secondary schoo! enrollment smaller 
than the gender gaps in the Philippines. 

In 1987, total gross primary schooling enrollment rates were above 100 
per cent for all but one of these seven countries, the exception being the 95 
per cent rate reported for Thailand.” It should be noted, however, that for all 
developing countries the mean in that year was 104 per cent, so the gross 
enrollment rates for the seven Asian countries of interest were not excep- 
tionally high except for PRC. Among these seven countries, only the 
increases of 46 and 43 per cent in primary school enrollment rates between 
1965 and 1987 for Indonesia and PRC, respectively, exceeded the mean 
increase of 31 per cent for all current low-income countries. In addition to 
PRC and Indonesia, only the increase of 17 per cent for Thailand exceeded 
the mean increase of 12 per cent for all current middle-income countries. For 
the five of the seven countries for which female primary schooling enroll- 
ments rates are available (except Singapore and Thailand), these enrollment 
rates were over 100 per cent and, except for PRC, the gaps between female 
and total gross primary schooling rates had fallen to less than or equal to (in 
the case of Indonesia) the mean gap for all current middle-income countries. 
The total secondary school enrollment rate increased by 14 per cent in 
Thailand and 19 per cent in PRC, much less than the 31 to 53 per cent 
increases in the other four of the seven for which data are available, and less 
than the mean of 28 per cent for all current middle-income countries. As a 
result, the Thai total secondary school enrollment rate was 28 per cent, 
below the means of 37 and 54 per cent, respectively, for the low-income and 


35. There is no data for Singapore for 1987 in World Bank (1990a), so our comments about 1987 
are for the other countries. However, from other evidence, it would appear that Singapore continued to 
have relatively high enrollment rates among the seven countries of interest in secondary and tertiary 
schooling, though some of the gains in the other (for example, Republic of Korea) were considerable. 
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middle-income country groups, while those of PRC at 43 per cent and of 
Indonesia at 46 per cent were between these two means. Those of the other 
three countries (59 per cent for Malaysia, 74 per cent for Hong Kong, and 88 
per cent for Republic of Korea) were above both means. In four of the seven 
countries for which data are available, the gap between the total and female 
secondary school enrollments ranged from 6 to —2 per cent, with PRC and 
Republic of Korea having gaps favoring males, Hong Kong having a slight 
gap favoring females, and Malaysia having no measured gap. This placed all 
but PRC among these countries at about the mean gap of 0 per cent for ail 
middle-income countries (though with much smaller gaps than the mean of 8 
per cent for all low-income countries). Among the seven countries of interest, 
tertiary enrollment rates are available only for PRC, Thailand, Malaysia, 
and Republic of Korea. The increases in tertiary enrollment rates of 18 per 
cent for Thailand and of 30 per cent for Republic of Korea between 1965 and 
1987 were high relative to the mean of 11 per cent for all middle-income 
countries, though those of 1 per cent for PRC and 5 per cent for Malaysia 
were relatively low. As a result the tertiary enrollment rates in 1987 in 
Thailand of 20 per cent and in Republic of Korea of 6 per cent were higher. 
than the mean for all middle-income countries of 17 per cent; those for PRC 
of 2 per cent and Malaysia of 7 per cent were relatively low. Thus in 1987 the 
East and Southeast Asian countries of concern did not differ much from 
averages for all developing countries for primary school enrollment rates, but 
tended to have higher secondary, though somewhat higher tertiary, enroll- 
ment rates. The low tertiary enrollment rates of PRC and Malaysia were also 
noteworthy. Gender gaps in the East and Southeast Asian countries of 
concern also generally tended to be relatively small, though less so in PRC. 


Levels of Total School Investments with Control for Income and 
Adult Literacy. The seven Asian countries of interest tended to have had 
relatively high primary and secondary enrollment rates in 1965 in compari- 
son with the international experience controlling for per capita income, 
though not high relative to the Philippines, Sri Lanka, and, at least at the 
secondary level, India.” For 1987, data are somewhat more sparse for the 
seven countries of interest, but only Indonesia at the primary and secondary 
levels, PRC at the primary level and these countries plus Republic of Korea 





86. Some characterizations of the Asian experience seem to downplay that the Philippines, Sri 
Lanka and, in some respects, India had greater schooling investments in the mid-1960s relative to the 
international experience than did the seven countries of focus for this study. For example, World Bank 
(1993) presents figures similar to those that are presented in this study with the fast-growing Asian 
countries being identified explicitly, but only Pakistan (and not the Philippines, Sri Lanka and India) 
being identified among other Asian countries. 
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at the secondary level, and Republic of Korea and Hong Kong at the tertiary 
level had high investments relative to the international regression line with 
control for per capita income. If there also is control for adult literacy rates, 
since the seven Asian countries of interest tend to have relatively high 
literacy, for both 1965 and 1987, the schooling investments of these countries 
tend to have been less impressive relative to other countries than appears 
without such controls. Since there seems to be some rationale for including 
adult literacy as a control for prices of inputs into the schooling process or, 
alternatively, for initial conditions such as persistent cultural effects, neither 
in 1965 before a quarter century of rapid growth, nor in 1987 after a number 
of years of relatively rapid growth, did the seven Asian countries of interest 
as a group appear to have had unusually great schooling investments 
(though some individual countries did at some schooling levels). 


Gender Gaps in Schooling Investments with Control for Income 
and Adult Literacy. The perception of the extent of gender gaps in school- 
ing investments favoring males in the seven Asian countries of interest rela- 
tive to international experience is quite sensitive to whether there is control 
for adult literacy. Without such a control, these countries appeared in 1965 
to favor females relatively at the primary level and to favor males relatively 
at the secondary level, with the two effects almost canceling out in the 
. expected years of schooling except possibly in Thailand, wherein males 
` seemed to be favored less. In 1987, they tended to favor females relatively at 
` both the primary and secondary levels, but with a weaker pattern. With con- 
trol for adult literacy, in 1965 there was more of a tendency to favor females 
relative to the international experience at the secondary school level and 
therefore in terms of expected years of schooling. In 1987 with control for 
adult literacy, the data are limited in their coverage, but again there appears 
to be greater favoring of females than without control for adult literacy. 


Changes in Schooling Investments with Control for Changes in 
Income and Adult Literacy. There was considerable variance in how 
schooling investments in the Asian countries of interest changed over the 
1965-1987 period in comparison with the international experience. If there is 
control for changes in per capita GNP but no control for the changes in adult 
literacy, then Indonesia had relatively large increases in both primary and 
secondary schooling enrollments, PRC and Hong Kong had relatively large 
increases in primary enrollments, Republic of Korea had relatively large 
increases in both secondary and tertiary enrollments, and Thailand had rela- 
tively large increases in tertiary enrollments. For females, Malaysia and 
Republic of Korea had relatively large increases in secondary enrollments. 
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But there also were changes that were less than the international experi- 
ence: Republic of Korea and Malaysia for primary enrollments, Thailand, 
Hong Kong, and PRC for secondary enrollments (the latter especially for 
females), and PRC and Malaysia for tertiary enrollments. If there is also 
control for the changes in adult literacy rates, then most of the patterns are 
similar for five of the seven countries of interest for which data exist, but 
there are a few additional changes to note: Malaysia had relatively small 
increases in total and female primary school enrollments, and Hong Kong 
had relatively small increases in female secondary school enrollments. Thus, 
there seems to have been a fairly mixed experience relative to the interna- 
tional regressions. These countries experienced some of the largest relative 
increases (for example, Indonesia at the total primary and secondary levels, 
PRC at the primary level, Republic of Korea at the total secondary and 
tertiary levels, and Malaysia and Republic of Korea for female secondary 
enrollments); and some of the smallest (such as Republic of Korea and 
Malaysia for primary school enrollments, Thailand and Hong Kong for total 
secondary school enrollments, Hong Kong for female secondary school enroll- 
ments, and PRC and Malaysia for total tertiary enrollments). Some of these 
patterns seem consistent with catching up (for example, many of the primary 
enrollment changes, though perhaps not for PRC), though not others (such 
as the relatively large increases for Republic of Korea at the secondary and 
tertiary levels). 
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Broadening the Tax Base: 


The Economics Behind It 
Koichi Hamada 





Abstract. This paper discusses the questions of what type of taxation and what type of 
broadening of the tax base are desirable from the point of economic theory, and evaluates the 
experiences of Asian countries from a comparative perspective. A country with a larger 
government expenditure as a ratio to GNP is more likely to run a budget deficit. Trade taxes 
such as import and export tax are detrimental to development because they distort the 
market mechanism and lead to import-substitution oriented strategy. Land and property tax 
are desirable but seldom implemented because of political difficulties. Personal income tax 
is desirable, but its revenue-creating power is limited. Finally, the VAT, in spite of its 
regressivity on income distribution, is useful because of its less distortionary effect, 
encouraging effect on capital accumulation. In Asian countries, tax reforms by way of VAT 
generally attained revenue-enhancing objectives where alternative revenue sources hardly 
promise much potential in the immediate future. 





ithout much risk of forecasting errors, one could predict that the 
21st century will be Asia's century. Newly industrializing econo- 
mies (NIEs) are following the path of Japan, and in some indus- 
trial sectors even surpassing it: the Association of Southeast Asian Nations 
(ASEAN) countries (new little tigers?) are pursuing the NIEs; transitional 
economies of Asia (TEA) like the People's Republic of China (PRC), Viet 
Nam, and Lao People's Democratic Republic (Lao PDR) are growing or about 
to grow at a substantial pace; and now South Asia is experiencing many 
reforms that will most likely bring economic development to the area. 
Whether it is because of the monsoons, Confucian philosophy, the history of 
long dynasties, or simply the wisdom of regions, the dynamism of Asia is 
truly remarkable. 
Despite the rather optimistic outlook for the future symbolized by high 
present or prospective rates of growth, income levels of some Asian countries 
are still quite low, and these economies are struggling for takeoff. For the ` 
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spurt of economic growth to occur, governments of these nations need to 
spend to build the necessary infrastructure and human capital. To spend, 
however, revenues are needed. 

The role of the state in economic development has been discussed end- 
lessly. From the rescue of market failure to the establishment of institutional 
conditions under which the market mechanism and private profit incentives 
can function, the government has an indispensable role. Recently, govern- 
ment failure has been emphasized because of government's overprotection, 
unnecessary interventions to the market mechanism, bureaucratic rigidity, 
and corruption. However, particularly at an early stage of economic develop- 
ment, the role of government is crucially important to create the proper 
infrastructure and provide educational opportunities that enhance the qual- 
ity of human capital. I 

For these reasons governments need financial resources. Tax revenue is 
the basic source of finance. Public enterprises can. provide additional revenue 
but their contribution is usually limited in market economies. Without tax 
revenue, the government should finance a government deficit. Financing a 
government budget deficit by borrowing will accumulate either domestic debt 
that will crowd out productive private investment or international debt that 
not only adds an additional burden for future generations but deteriorates 
the credit standing of the country in the international capital market. Should 
a country finance the deficit by printing money, additional money could 
cause—except for the Keynesian circumstances in which easy money creates 
substantial output increases—inflation that would erode the fundamental 
functioning of domestic as well as international credit markets. 

Therefore, the procurement of sufficient tax revenue for necessary 
government expenditures is critically important for the governments of 
developing as well as developed countries. Increased revenue cannot be 
achieved solely by raising tax rates. If a certain kind of income or wealth is 
taxed heavily with a high marginal rate, then not only will the incentive 
mechanism of private agents be distorted, but the incentive to avoid or evade 
taxes will emerge. Therefore the establishment of a broader tax base is 
important for a sound tax system and effective public finance. 

Two points will be emphasized below. First, the paper will explain the 
economic logic that lies behind the discussion of broadening the tax base and 
tax reform. In particular, practical issues will be linked to modern economic 
theory. Second, reference will be made as much as possible to the current as 
well as the past situation in Asia. 

The next section will briefly review why government needs to spend. 
The discussion of market failure is contrasted with that of government fail- 
ure: Given the necessity of securing or increasing revenue, the following 


` 
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section will discuss what type of taxation is desirable from the viewpoint of 
modern welfare economics. The discussion is normative rather than positive. 
The meaning of the results obtained from mathematical models will be ex- 
plained in a nontechnical way. Then the experience of Asian countries will 
be compared with that of other developed or developing countries. The rela- 
tive magnitude of government expenditures, tax revenues, the composition of 
revenues, budget deficits, and modes of finance are among the fiscal vari- 
ables to be discussed. The impact of those fiscal parameters on economic 
growth, rate of inflation, and the balance of current accounts will be dis- 
cussed as well. The question will be asked, Does the relationship between tax 
revenues and expenditures differ among groups of nations whether they are 
classified by region, per capita income level, or some other characteristics? 
The subsequent section will discuss the positive question of political econ- 
omy, that is, What political conditions make certain types of tax reforms 
feasible? and What kind of effect do political systems, such as the federal 
system, have on the process of reform? Tax reforms, as well as other policy 
reforms, can take place only when there is enough political leadership and 
support from those who advocate them, and only when the resistance from 
those who oppose them can be contained. The final section will conclude the 
discussion. 


The Need for Revenue 


Table 1 is a comparison of national scales, per capita gross national 
product (GNP), the current account of balance of payments, and government 
deficits, all as ratios to gross domestic product (GDP) and the rate of inflation 
for Asian countries. Table 2 gives the ratio of government expenditures and 
revenues as percentages of GDP. Viet Nam, Sri Lanka, Pakistan, and 
Indonesia are countries with a large expenditure to GDP ratio. Myanmar, 
Bangladesh, and Nepal are countries with a small revenue to GNP ratio. 
And Viet Nam, Nepal, Pakistan, Sri Lanka, and Bangladesh are countries 
with large discrepancies between revenues and expenditures. From this 
table, we see that many countries in Asia lack sufficient revenues to fund 
government expenditures. Given the scale of government expenditures, 
these discrepancies between revenues and expenditures present the possibil- 
ity of inflation, crowding out, and international indebtedness. 

Needless to say, there is a difference in opinion about how large the 
scale of government expenditures should be. Along the worldwide trend in 
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economic thinking that small government is "beautiful", many economists 
emphasize "government failure" rather than "market failure". Krueger 
(1990) articulately expresses the criticism of the role of government in devel- 
oping countries. According to her, government failure significantly out- 
weighs market failure in many countries. Government is not equipped with 
sufficient information or instruments to remedy market failures. Moreover, 
excessive interventions of government obstruct the market mechanism and 
create serious, often visible corruption. 

However, government interventions are not only necessary to cure 
market failure, which can often be seen in developing countries as well as in 
developed countries, but they are also necessary to build institutional infra- 
structure that would enable incentive systems and market mechanisms to 
function effectively. 

Developing countries encounter frequent natural and economic adversi- 
ties. Progress in economic development helps a country smooth the process of 
absorbing various shocks. Thus, to promote economic development, a country 
needs a government that is strong enough to provide sufficiently for the 
public good. The state needs to be politically stable and efficient. 

Accordingly, the state must be small enough not to disrupt the function- 
ing of private incentives and market mechanisms, but, at the same time, 
large enough to supply the necessary public services for economic develop- 
ment. Though the idea of small government is often appropriate for indus- 
trialized countries, it should not be overemphasized for developing countries. 
Many developing countries need a more solid social infrastructure. Countries 
need to build a positive institutional framework ranging from the legal 
system, to accounting principles, to weights and measures, to the widths of 
railway gauges, to the side of the roads on which automobiles travel. A 
uniform currency and a unified banking system are prerequisites for modern 
economic growth. Basic educational opportunities, which are vitally impor- 
tant for industrial development as well as for importing and adapting foreign 
technology, can most appropriately be provided by government. Government 
activities and interventions must build social overhead capital such as roads, 
transportation, and irrigation facilities. Government must also ensure pro- 
duction of a sufficient amount of public goods, because often private sectors 
cannot provide enough with their own initiatives. 

Burgess and Stern (1993) list five kinds of rationales that are used to 
justify government interventions: (i) market failure; (ii) poverty and income 
distribution; (iii) rights to education, health, nutrition, and housing; (iv) 
paternalism; and (v) future generations. People may have different opinions 
on paternalism because it is not certain if the state knows better than 
individuals about what they like and what they should like. Aside from 
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paternalism, the above rationales can be classified into the following 
categories: 


e Correction of market failures that occur due to increasing returns 
and externalities and incomplete information implied by (i), part of 
(iii), and (v); 

e Promotion of equity in income distribution implied by (ii); and most 
importantly, 

e Construction of infrastructure implied by (i) and (iti). 


Building infrastructure is important not merely in the physical sense, 
but in the institutional and informational sense that developing countries 
should establish legal, accounting, and financial systems. Moreover, public 
"bads" such as congestion, pollution, and environmental destruction tend to 
be overproduced without government regulations and interventions. To 
protect the environment, governments should establish antipollution regula- 
tions, a system of punitive levies, tort law, and an effective court system. 

Therefore we may say that an earlier stage of economic development, 
government activities tend to be insufficient, while in a mature economy 
they can be excessive. The income elasticity of the desirable level of govern- 
ment services seems to decline as national income increases. 

Sachs (1994) argues that even state-owned enterprises may behave 
adequately in the early phase of industrialization, and become a serious 
handicap to economic growth only later. He develops a "life cycle" theory of 
the role of the state in the process of industrialization based on the experi- 
ence of Eastern Europe, Latin America, and the Soviet Union. Even in the 
socialist countries that experienced government failure in development, he 
argues, state enterprises played a positive role in an early stage of economic 
development. When industrialization is limited, state enterprises will func- 
tion to increase the pace of capital accumulation. When industrialization 
proceeds and private sectors start to develop, the state sector may actually be 
a barrier to further development, and later end up creating large domestic or 
international debt. The logic to support the role of state enterprises at an 
earlier stage of economic development can be used to support the role of 
government expenditures at an early phase of development. 

To carry out its indispensable involvement, the government of a devel- 
oping country requires a substantial amount of revenue. However, it is not 
necessarily true that government has enough tax or other revenue to finance 
these useful activities. Columns 1 and 2 in Table 2 indicate the ratios of 
government expenditures and revenues to GDP in Asian countries. With 
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some exceptions, numbers in the table strike us with the fact that many 
governments are short of revenues compared with expenditures. 

If a government tries to spend more than it collects in taxes, it will have 
three options: to finance by domestic or international borrowing, or by 
printing money. With undeveloped financial markets, the first option is 
limited, and, if the option were feasible, would create crowding out of private 
investment. The second option will be generally difficult if the risk of a 
country is considered high in the world capital market and would accumu- 
late international debt if the choice were feasible. Theoretically, the first and 
second option can be justified from the standpoint of intertemporal choice. If 
a country is certain about the optimistic economic prospect, then it might be 
a good policy not to suppress consumption at the present time with heavy 
taxes but to issue debt and borrow from the domestic economy or from 
abroad. Such a debt policy is justified if a country has a solid calculation that 
it can repay the debt in proper time. In the case of the Republic of Korea, the 
government relied on foreign lending because of necessary military expendi- 
tures due to the north-south tension in the Korean peninsula. More likely 
crowding out and heavy international indebtedness would result from debt 
financing. Thus the third option, printing money to finance expenditures by 
seigniorage gain, is often taken. Unless some fortunate "Keynesian" mecha- 
nisms work, thanks to wage and price rigidity, inflation will naturally follow. 
Table 1 illustrates the balance of payments and the inflation rates in Asian 
countries. Theoretically, printing money in some cases may not lead to 
outright inflation. Suppose a government spends more on litigation, trans- 
portation, and physical and informational infrastructure by expanding its 
deficit, then some part of the increase of government expenditure will gener- 
ate growth of real output. Accordingly, moralization of the government 
deficit does not necessarily cause the rate of inflation to be proportional to 
the expansion of money as some monetarists maintain. Without these fortu- 
nate circumstances, printing money does result in inflation. 

Thus, the lack of tax revenues to finance necessary public expenditures 
will quite likely result either in inflation that erodes the public's confidence 
in the monetary system and impedes financial intermediation, or the accu- 
mulation of foreign debt that must be repaid by the next government thereby 
leaving a heavy burden on the next generation. 

Therefore, a more fundamental remedy is to strengthen the capacity of 
government to collect more revenues, and to establish a good system for 
assessing income (or sales) of private agents for taxation. Government reve- 
nues will be partly increased by increasing the profit of state enterprises. 
Basically, however, it will be increased by two methods: raising tax rates and 
broadening the tax base. 
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Raising tax rates distorts resource allocation, notably by suffocating 
incentives to work and save. It also encourages people to avoid or evade 
taxes. If the marginal rate, for example, of personal income tax is high, it 
pays people to avoid tax, or even emigrate under certain conditions. If the 
marginal rate of corporate income tax is high, corporations may of course 
operate abroad, but if they stay at home, they will try to "write off" expenses. 
In the case of Japan, entertainment expenses are a significant item and are 
written off as much as possible. In the present of incentives to avoid or evade 
taxes, the task of auditing becomes more difficult.’ 

On the other hand, the tax base in personal income tax in developing 
countries is usually slim. According to Bagchi (1991), the exemption limit 
(floor) for income tax relative to average income level in developing countries 
is very high—6.3 times the per capita GDP in India, 4.8 times in Pakistan, 
and 4.5 times in Indonesia, while in developed countries the ratio is close to, 
or even less than unity. 

Thus broadening the tax base is a difficult but necessary step for this 
fundamental reform. To raise revenue and broaden the tax base, one has to 
rely on many kinds of taxes. If relied on, income tax alone will result in a 
very high marginal as well as average rate of taxation unless the base of 
income tax is drastically broadened. The high marginal rates of taxation 
would give rise to incentives to avoid or evade taxation. The effect of broad- 
ening the income tax base is also limited because excessive broadening would 
imply taxation of people who are poverty stricken. 


Theory and the Desirable Pattern of Taxation 


Modern theory of public economics provides a few clues regarding the 
optimal tax system. In the following, the economic theory of land tax, com- 
modity taxation, and income taxation will be reviewed where some concrete 
results are obtained by economics. Most of the analyses are done on the 
assumption that taxes can be collected without costs. Thus the conclusion of 
these analyses should be modified by the consideration of costs associated 
with tax administration, collection, and people's compliance. 

Generally, the government imposes taxes either to collect revenues for 
public expenditures or to redistribute revenues for more equitable income 
distribution. Unfortunately, taxes change prices and interfere with tbe 
resource allocation mechanism of the price system. The dream of economists 








1. Readers who are familiar with Itami's movie The Taxing Woman will recognize that the 
problem exists in Japan as well. 
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has been the discovery of a tax that will collect revenue but will not distort 
resource allocation. 

The lump-sum tax that is imposed on individual economic agents with- 
out any relationship to their behavior is considered to be neutral to resource 
allocation. A kind of lump-sum tax is the poll tax in the United Kingdom, 
which was imposed in 1990 on every adult resident in the community under 
the name of "community charge." This tax was unwelcome and was soon 
repealed partly because it replaced the real estate tax that was progressive. 
Even this tax is not neutral because people could move from a community 
with a higher charge to a community with a lower charge. There is no 
obvious example of the use of this type of lump-sum tax as a means of raising 
revenue in developing countries. 

Another well-known proposal to address this question of taxation with- 
out interfering with resource allocation was made by American sailor, 
reporter, unsuccessful candidate for New York mayor, social philosopher, 
and economist, Henry George (1884), in the 19th century. In Progress and 
Poverty, he proposed land tax on the basis that land rent is a major income 
without toil, and on the conviction that land ownership is the source of all 
inequality. His "land" socialism, which he started in the United States, is 
traced to Sun Yat-Sen's tax reform in postwar Taipei,China. 

From the viewpoint of economic theory, his proposal is meaningful. 
Consider land, or any factor, that is fixed in supply. If one taxes the rent to a 
fixed factor, then distortion to resource allocation is minimal because the 
supply decision of the fixed factor will not be affected. Figure 1 indicates this. 
The demand for land, which is either direct demand, such as housing, or 
derived demand, such as for building a factory, is a decreasing function of 
rent. Without taxation, the equilibrium rent is given by AP. With ad valorem 
tax of 1%, net rent received by the land owner is AQ. In this partial equilib- 
rium analysis, though income distribution is affected, resource allocation 
remains the same through taxation. 

A historical example is the land tax in 1873 in Japan, after the Meiji 
Restoration. Three per cent of the land value, which had been rather pre- 
cisely estimated since the pre-Restoration era and re-estimated after the Res- 
toration, was collected as the land tax. In 1873, land tax accounted for about 
90 per cent of total tax revenues; in 1890 it still accounted for 60 per cent. 

After a spurt of inflation due to the excessive issue of bank notes in the 
system that imitated, probably unwisely, the National Banking System in 
the United States, Finance Minister Matsukata implemented a stabilization 
policy, which began in 1881 and succeeded within a few years. The policy 
was feasible because with the land tax the government had a basis for 
revenues. 
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Figure 1 





Fixed Supply 
of Land 


Of course, even land is not perfectly fixed in supply. Reclamation can 
increase the supply of land, while irrigation, cultivation, and fertilizer can 
improve the quality of land. Strictly speaking, land tax may affect the incen- 
tives to provide the efficient supply of land service. In addition, the political 
difficulty of implementing land tax is generally substantial. 

Next we will turn to expenditure taxation and commodity taxation. It 
was in India that Nicholas Kaldor (1955) advocated his scheme of expendi- 
ture. Consider two people who have the same income. One of them has a 
large amount of wealth and has spent a great deal of it. The other person 
saves a lot. Then it is unfair to charge these two people the same amount of 
tax. So, tax should be dependent on the amount of consumption expenditure 
rather than income. Kaldor argued that income tax is not only unfair, but 
gives disincentives for saving because a household is taxed at the time of 
income receipt and again at the time returns from the savings accrue to the 
household. He was concerned with the distributional consequence of taxes so 
he proposed a progressive expenditure tax schedule. This expenditure tax 
was experimented with, not only in India in 1956, but also influenced tax 
reform in Sri Lanka in 1959. The result was unfortunately not successful. 
Now, the proportional form of expenditure tax, which is called a consumption 
tax or a value-added tax (VAT), is quite fashionable in developed and 
developing countries. 





Broadening the Tax Base: The Economics Behind It 63 


In a classical article published in 1927, Frank Ramsey analyzed the opti- 
mal way of taxing commodities. His question about commodity taxation was, 
For raising a given amount of revenue, what is the optimum way of taxing 
various commodities? To help understand the issue better, consider the case 
where the production cost of commodities is fixed. (Production costs of two 
commodities are different, but the cost curves are drawn in such a way that 
they are the same. One can always transform the unit of measurement of a 
product so that the production cost is identical). The mathematical answer to 
the question, simply put in this nontechnical exposition, is that the tax rate 
should be proportional to the reciprocal of the price elasticity of the 
(compensated) demand curve. This is illustrated by Figures 2(a) and 2(b). 

Figures 2(a) and 2(b) contrast two commodities that have different 
elasticities in their demand curves. Figure 2(a) depicts a commodity, such as 
rice, that has low elasticity, and Figure 2(b) a commodity, such as an auto- 
mobile, that has high elasticity. Both commodities are produced with con- 
stant cost. Without commodity taxation, the equilibrium prices of both com- 
modities are P, and P, respectively. 

Suppose the same rate of commodity taxation is imposed on both com- 
modities. The new equilibria become Q, and Q,. Tax revenue is expressed by 
the shaded quadrangle. The consumption of rice will be affected only a little, 
while the consumption of an automobile will be affected a great deal. In 
order to minimize the deadweight loss expressed by Q,T,P, and Q,7,P,, 
while procuring the same revenue, it is desirable to tax rice more heavily 
than an automobile as indicated by R, and R,. The dotted area gives approxi- 
mately the same tax revenue as the shaded area in Figures 2(a) and 2(b), but 
the welfare distortion from P, and P, is minimized. This is the reason that 
the commodity with lower demand elasticity is taxed more heavily. This 
simplified explanation is based on the partial equilibrium analysis. The com- 
parison of triangles in these diagrams is based on the assumption of constant 
marginal utility of income. Imposition of commodity taxation changes the 
prices of commodities and therefore, the real incomes of individuals. 
Accordingly, the marginal utility of income changes. To reflect the change of 
welfare in the marginal utility of income in the comparison of the triangles, 
we need to know about the concept of the compensated demand curve, the 
demand response of a consumer when personal income is constantly adjusted 
to keep the individual's satisfaction level, or marginal utility level, constant. 
This somewhat esoteric debate has been discussed by economists for a 
century. 
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Figure 2(a) 
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It is known (Atkinson and Stiglitz 1980, 375-6) that the Ramsey rule 
implies the taxation of commodities that are complementary to leisure in 
consumption. After all, the total leisure endowment one possesses, from 
which one chooses the number of working hours, is fixed. Therefore, for the 
same reason as was used to justify land taxation, taxing leisure endowment 
is desirable. Since taxing the leisure endowment is impossible except in the 
form of a poll tax, the Ramsey rule implies that taxation should apply to 
consumption goods that are complements to leisure. It is as if one were to tax 
sugar in place of taxing tea when taxing tea was ideal but impossible. 

The consumption tax or the value-added tax (VAT) is often considered 
better than income tax in a dynamic setting. As mentioned, income tax is 
levied regardless of whether or not a person consumes or saves out of the 
income. Moreover, if she saves, she will be taxed on the interest and dividend 
she will earn on her savings. Thus income tax discourages savings. On the 
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other hand, since consumption tax does not tax saving activities and does not 
involve double taxation, it is considered to encourage saving activities. 

The theory of commodity taxation can be used as a basis for designing 
an excise tax, consumption tax, and, in particular, the VAT. According to the 
Ramsey rule, commodities with lower demand elasticity are more heavily 
taxed. In the previous example, rice is taxed more heavily than automobiles. 
This leads to the tax rule that imposes higher rates for necessities and lower 
rates for luxuries. This has a regressive effect on income distribution. Equity 
consideration conflicts with the efficiency consideration on which the 
Ramsey rule is based. Therefore, in combining the equity consideration with 
efficiency consideration, there is a case for a constant or uniform rate of 
VAT. Often the uniform rate of VAT is interpreted as neutral to resource 
allocation or even optimal. But the statement does not generally hold true. 
Its validity requires rather stringent conditions for the social utility 
functions (Ahmed and Stern 1991). 

The theory of income taxation is less elaborate. If the labor supply were 
as inelastic as the land supply, one could easily make a case for wage taxa- 
tion. However, tax influences Jabor supply, incentives, and quality of labor. 
Mirrlees (1971) studies the trade-off between work incentives and equity to 
maximize a utilitarian social welfare function. His conclusion is that the 
optimal income schedule is not progressive as is found in many countries but 
approximately linear, with a level of exemption limit below which negative 
income tax is payable. And the marginal income tax rate is relatively small, 
in his numerical example about 20 to 25 per cent (see also Atkinson and 
Stiglitz 1980). 

The theory of corporate taxation is more complex. There are two major 
issues concerning corporate taxation. One is the incidence of corporate tax, a 
problem that has been discussed since the celebrated article by Harberger 
(1962). The tax burden on profit is often shifted to factor prices, such as 
wages, rent, and capital returns. It is hard to know exactly who is paying the 
tax. The incidence problem exists theoretically for any tax, but is of particu- 
lar importance for corporate taxation because of its prevalence. 

Another issue is the issue of double taxation at the level of a corporation 
as well as at the level of a household. If a corporation is just an agent of 
natural individuals, taxing corporate income will imply the double taxation 
of personal income. From this standpoint, a question naturally arises as to 
why the state taxes corporations instead of natural individuals. 

The following rationales for corporate income tax are raised. First, 
corporations benefit much from government activities. Second, the taxation 
of corporate income with loss offset may reduce the risk of investment and 
encourage the risk-taking of firms. The third and most practical rationale is 
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that taxing corporations is relatively easy. This seems to be the most 
compelling reason for corporate income tax in many, including developing, 
countries. In any case it is logical that the corporate income tax a firm pays 
should be deducted from the personal income tax of its stockholders. This 
adjustment is seldom practiced. 

It would be appropriate here to mention briefly the relationship between 
wage taxation and economic growth. According to the neoclassical theory of 
economic growth, long-run welfare is maximized when income tax is replaced 
by wage taxes (Chamley 1985). This comes from the fact that labor is a fixed 
factor in those models while capital is an endogenous factor, augmentable by 
savings and capital accumulation. In the simplest version of the traditional 
neoclassical growth model, economic growth in the long run was formulated 
to be determined by exogenous factors such as population growth and 
technological progress. Recent growth theory focuses on the endogenous 
character of technical progress and particularly on the enhancement of 
human capital through education or workers' self investment. In this type of 
endogenous growth model, economic growth depends on the quality of 
human capital in which workers can invest by making their own economic 
decisions. Thus, the optimal tax is no longer wage tax (Roubini 1994). 

Developing countries often rely quite heavily on trade tax, import 
tariffs, export tariffs, and occasionally export subsidies and other duties. The 
impacts of these taxes and other instruments are extensively studied by 
international trade theorists. In general, heavy reliance on trade taxes often 
directs a country to an inward-oriented rather than a trade-oriented develop- 
ment strategy. 

On the basis of the theoretical development mentioned here, economists 
nowadays tend to advocate indirect taxes, in particular VAT. Experiences of 
tax reforms and their consequences in developing countries seem to justify 
the direction of this recommendation. 

At the same time, one has to keep in mind that commodity taxation is 
generally more regressive than income taxation. It seems to be a recent 
trend of public economics that tax is not considered as an effective means of 
distribution. [(In Quibria (1993), for example, only a few paragraphs are 
devoted to the effect of taxes on income equality.] With respect to VAT, it is 
often claimed that the income brackets subject to income tax in developing 
countries are limited to the top range of income, therefore, the income equal- 
izing effect of income tax is not strong. (If negative income tax is imposed, 
then the equalizing effect will be strong). It is indeed true for those within 
the brackets, but not so for those whose income is below the brackets. The 
poor majority in these countries who are not taxed on the basis of income will 
be negatively affected by the introduction of VAT. Figures 3(a) and 3(b) 
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depict the effect of progressive income tax and that of a slightly regressive 
VAT on income distribution. 

When implementing a VAT system, the costs that harm equity by VAT 
should of course be compared with the benefit of imposing VAT (such as the 
possibility of new public expenditures including spending for the poor, reduc- 
tion of budget deficits, reduction of internal and external debt, and less reli- 
ance of the government on inflationary finance): 

At the same time, the effort to broaden the personal income tax base 
should be continued. Among Asian countries, for example, the Republic of 
Korea, Malaysia, and the Philippines have the lowest limit of taxable income, 
quite close to or lower than the average per capita income. Probably VAT 
administration is easier, but because of the regressive nature of VAT, the 
possible revenue source from income tax by broadening the tax base should 
not be neglected. 
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Experience of Asian Countries 


This section will compare the tax systems of Asian nations and ask the 
following questions: How large is the relative size of government 
expenditures and revenue relative to GDP? How large is the gap between 
expenditures and revenues? How is this gap related to the current account 
deficit or the rate of inflation? 

Next, we will also ask about the composition of the revenue: What is the 
relative importance of direct tax (personal and corporate income tax), indi- 
rect tax (VAT), property tax, and trade tax? 

Table 1 summarizes the basic characteristics of the fiscal situations in 
Asian countries. In the following discussions it is useful to distinguish the 
cases of post-Socialist or the transitional economies—often called transitional 
economies of Asia (TEA)—from market-oriented economies, because the role 
of the government sector in TEA has been much larger than and different 
from that in market-oriented economies. 


Size of Government Expenditures. Among market-oriented econo- 
mies, Table 2 shows that Bhutan, Indonesia, Malaysia, and Pakistan have a 
large ratio (more than 25 per cent) of government expenditures to GDP. The 
need for defense may be the reason for this. Also we have to note that a high 
expenditure per GDP ratio does not mean a high per capita ratio in low 
income countries. Generally, the higher the relative size of government 
expenditures, the larger the relative size of the revenue to be required. 

In transitional economies, the ratio of government expenditures to GDP 
is understandably high. The ratio is extremely high in Viet Nam, but in 
People's Republic of China and Lao PDR the ratios are only moderately high. 
In any case, to assess the role of the state as well as the government budget, 
we need a careful study of the nature of government spending. We have to 
know exactly what kinds of government activities and private activities are 
supported by government spending. 

In Nepal, Philippines, and Singapore, the ratios of government expendi- 
tures to GDP lie between 20 to 25 per cent. In Bangladesh, Taipei,China, 
Hong Kong, India, Japan, and the Republic of Korea, the ratios are moderate 
and lie between 15 and 20 per cent. Of course, we have to take account of 
country-specific factors. In India, for example, the role of the state in fiscal 
matters is important relative to that of the federal government, and the 
relatively low ratio of federal budget expenditures to GDP does not neces- 
sarily indicate a small government. 


Broadening the Tax Base: The Economics Behind It 69 


In Thailand and Myanmar, the expenditure ratio is quite low (less than 
15 per cent). These countries can be regarded as ones that have relatively 
low expenditures as compared with other countries in the world. 


Relative Size of Government Revenue and Deficit. Among the 
following Asian countries, only a very few can afford to finance expenditures 
through taxes. Singapore collects 32.8 per cent of GDP as taxes, investment 
income, and other revenues; overseas investment permits them to accord- 
ingly run a substantial government surplus. The Republic of Korea, Singa- 
pore, Thailand, Taipei,China, and Hong Kong are countries that indicated 
government surpluses in the year (Table 2). 

India, Japan, Myanmar, and the Philippines are countries that keep the 
government deficit within 3 per cent of GDP. The other countries are run- 
ning substantial government deficits. The discrepancy between expenditures 
and revenues is particularly large in Bhutan, Indonesia, Nepal, Lao PDR, Sri 
Lanka, and Viet Nam. These countries are, as macroeconomic theory tells us, | 
often disturbed by high rates of inflation such as are found in Viet Nam, Sri 
Lanka, and Bhutan, or burdened by a large current account deficit like in 
Lao PDR and Nepal. There are three scattered diagrams in the Appendix, 
Figures Al to A3, derived from Appendix 1. Figure Al indicates that a 
country with a higher expenditure/GDP ratio tends to have a higher 
deficit/GDP ratio. In other words, revenue does not generally increase with 
expenditure. Figures A2 and A3 indicate that the budget deficit is correlated 
with the current account deficit and with the rate of inflation in these 
countries. 


Main Sources of Revenue. We may classify countries by their main 
Sources of tax revenue. 

(a) Countries mainly dependent on direct taxes, taxes on income, profits, 
and capital gains: Indonesia, Japan, Malaysia, Papua New Guinea, Philip- 
pines and Singapore. 

Indonesia still depends substantially on the corporation tax of oil-related 
industries, even though the degree of dependence was much decreased by 
the comprehensive tax reform and the introduction of VAT. The tax system 
in Japan was molded by the advice of the Shoup Mission during the occupa- 
tion period (1949-1950). It recommended a comprehensive income tax with a 
simple tax schedule, but the Japanese system became more complex after 
many revisions. In 1989, VAT was finally introduced with a small rate of 3 
per cent. Nevertheless, the dominance of income tax has not changed. In 
Singapore, personal income tax is the major source of revenue, but invest- 
ment income as a source of nontax revenue plays an important role. 
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In Malaysia and the Philippines, corporate income tax is the most 
important source of revenue. In Papua New Guinea, personal as well as cor- 
porate income taxes are important, but the revenue from trade tax is not 
negligible. 

(b) Countries that heavily depend on indirect tax including VAT. There 
are many countries such as the Republic of Korea, Myanmar, Sri Lanka, and 
Thailand that collect a substantial portion of their revenues from VAT as the 
result of tax reforms. India has a tradition, since its independence year in 
1947, to rely on indirect taxes. Those indirect taxes are not value-added 
taxes. Nepal also depends greatly on domestic commodity tax as well as on 
trade taxes. 

As an exceptional case though, the indirect tax is the main tax source in 
Bhutan. It collects about 60 per cent of revenues as nontax revenues in the 
form of entrepreneurial and property income of the state. 

(c) Property and land tax. In spite of the tradition of Henry George, the 
role of land tax and property tax is not as important in practice. Singapore, 
the Republic of Korea, Philippines, Japan, and Papua New Guinea depend 
upon, though in relatively small percentages of tax revenue, the revenue 
from property taxes. This may imply that as a device to broaden the tax base, 
the property tax is of limited use for raising revenue. Given the fact that 
both land tax and poll tax are the taxation of fixed factors, infrequent use of 
land tax and the experiment of poll tax in recent years seem to symbolize the 
change of an ideological trend a century after Henry George. 

(d) Export and import duties. India, Nepal, Papua New Guinea, 
Pakistan, Philippines, and Sri Lanka rely substantially on revenue from 
trade and external transaction tax, though not as the most important source. 
The heavy reliance on the export or import tax implies that the country is 
leaning toward an import-substituting or inward-looking development strat- 
egy. From many successes of export-oriented and outward-looking countries, 
these countries are advised to rely less upon these taxes. In fact, these 
countries are not among the fastest growing countries. Countries that 
depend on trade tax and not much on domestic indirect tax, that is, Papua 
New Guinea and the Philippines, recorded negative growth rates during 
1885-1991. 

In developing countries, the social security tax plays a very small role. 
The social security system is still at the incipient stage. In these countries, ` 
most public expenditures are on the provision of public goods. As economic | 
development proceeds, income transfers to the aged poor or disabled popula- 
tion will become necessary. But the avoidance of unnecessary entitlement 
payments—social security payments to relatively well-to-do people—should 
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be avoided so that developing countries will not repeat the problem of the 
inefficient welfare states of developed countries. 

Figure 4 is a diagram originally invented by Burgess and Stern (1991) to 
visualize the relative importance of direct, indirect, and trade tax as 
components of total revenue. This diagram is computed from Table 3. The 
triangle (simplex) is made in such a way that the closeness (in terms of the 
length of perpendicular lines to the opposite side of the vertex) to the direct 
vertex, indirect vertex, and trade indicates the importance of direct, indirect, 
and trade tax in the composition of revenue. For example, Japan (JP) is close 
to the direct vertex and farther away from the indirect and the trade 
vertices. This indicates that Japan's revenue consists mostly of direct taxes. 
Bhutan (BH) and India (IO) are away from the trade vertex, indicating that 
trade taxes are unimportant in these countries. Myanmar (MY), Sri Lanka 
(SL), and Pakistan (PA) indicate that they are far away from the direct 
vertex meaning that they rely little on direct taxes. Bangladesh (BA) relies 
heavily on the trade tax. It is difficult to come to many generalized 
conclusions, but one may notice the following: First, the deficit budget will 
most likely create inflation and/or current account deficits, which in turn 
create international debt problems. Second, countries that rely heavily on 
trade tax are in fact following an inward-looking trade strategy, and tend to 
be relatively unsuccessful in speeding up economic development. 
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Next we will review some common patterns of fiscal management 
according to the regional classification of Asian countries. 

(a) Japan and NIEs (Republic of Korea, Hong Kong, Taipei, China and 
Singapore). The relative size of the budget is generally not large. The budget 
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is either in surplus (Singapore and Hong Kong) or close to being balanced. It 
remains whether the economy developed better because of these characteris- 
tics of the budgets, or because the budget balance improved due to economic 
growth. 

The dependence on direct tax is strong in Japan and Hong Kong. But 
the introduction of VAT in the Republic of Korea and Taipei,China made an 
important difference in their tax revenues. Thus, generalization is difficult. 

(b) ASEAN countries (except Singapore). This group of countries con- 
tains the second Asian tigers, namely Malaysia, Thailand, Philippines, and 
Indonesia, which are close on the heels of the NIEs. 

The expenditure ratio ranges from low (Thailand), to moderate 
(Philippines and Indonesia), to high (Malaysia). In Thailand, we observe the 
budget surplus, and accordingly stable price levels and the current account 
surplus. Also, real economic growth rate is high in Thailand. In other 
countries a government budget deficit exists, but the gap is not large. 
Indonesia recorded the balance of payments surplus inspite of the budget ` 
deficit. The economic growth was attained with a limited rate of inflation. In 
Malaysia, the price is stable and the balance of payments is in surplus. The 
economic growth rate is steady. In the Philippines, the current account 
surplus is observed, but inflation is high and economic growth is negative. 

In Indonesia, direct tax is still dominant, and revenues are extracted 
from the oil-producing sector. However, after the tax reform in 1985 that 
introduced VAT, the dependence on oil-related taxes declined. This allows 
the country to avoid excessive dependence on the production of and market 
conditions in petroleum. In Thailand, a VAT of 7 per cent was introduced in 
1992 with some reduction in personal income tax. The Philippines reacted to 
the budget crisis by imposing import surcharges of 9 per cent (later reduced 
to 5 per cent). This type of reliance on trade tax is not congruent with an 
export-led development strategy. 

(c) Southwest Asia. This region includes Bangladesh, Bhutan, India, 
Myanmar, Nepal, Pakistan, and Sri Lanka. (Because of the unavailability of 
data, Afghanistan will not be discussed in the present version). 

Though most of the southwest countries have low levels of per capita 
income, the pulse of the rapid growing Asian region is now about to affect 
these countries. 

The expenditure-GDP ratio varies from low (Myanmar), to middle 
(Bangladesh, India, and Nepal), to high (Bhutan, Sri Lanka, and Pakistan) 
levels. The high expenditure-GDP ratio countries are also among the 
countries that are most seriously troubled by budget deficits. Nepal suffers 
from a large government deficit, and India runs a moderate, but nonetheless, 
negative deficit. As a consequence, Bhutan and Sri Lanka suffer from high 
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inflation and current account deficits, so does Pakistan to a milder degree 
(the mildness may be the favorable result of the VAT it introduced). 

The composition of tax revenue in these countries is characterized by 
the high dependence on indirect and trade taxation. In Bangladesh, India, 
Myanmar, Nepal, Pakistan, and Sri Lanka, the ratios of indirect tax and 
trade tax to GDP are high. Except in Pakistan and Bangladesh where VAT 
was introduced in 1990 and 1991, the indirect taxes in these countries are 
not the modern VAT type. It is worth noting that in Nepal a land revenue 
tax is being introduced and in Sri Lanka a VAT is planned. 

(d) Transitional economies of Asia (TEA). In these countries (People's 
Republic of China, Lao PDR, and Viet Nam), the market mechanism is being 
introduced. The role of the state is undergoing transformation. Everything is 
in transition and it is difficult to make an objective assessment. However, in 
a case study of Bulgaria, Bogetic and Hillman (1994) offer interesting 
comments on the transitional economy. By broadening the base and reducing 
the marginal income tax rate, one can achieve an increase in revenue. This 
can be explained again by the theory of incentives for tax avoidance and 
evasion. Most likely the same advice can be directed to market economies. 


Political Economy of Tax Reforms 


We will now turn to a discussion of tax reforms in Asian countries and 
ask, How did tax reforms in these countries take place? How have they 
changed the revenue, the budget balance, and the composition of tax reve- 
nues? To achieve tax reform, one cannot neglect political and economic 
factors such as the nature of a political regime, the motivation of politicians 
as well as public officials, the intellectual leadership of the planners of the 
reform, and other characteristics, as preconditions for consideration. The role 
of those political economic factors as catalysts of reforms will now be 
discussed. 

In the past few decades, Asian countries underwent many tax reforms. 
Most of them involved simplification of tax rules, reduction of marginal tax 
rates, and the introduction of some kind of value-added tax. This is the 
general trend based on the adoption of VAT by European communities 
starting in the 1960s. 

In the Republic of Korea, VAT was introduced in 1977. A proposal by 
such scholars as J. C. Duignan, C. S. Shoup, and A. A. Tait, was influential. 
Soon after, indirect tax played the dominant role in the government revenue, 
but recently the government attempted to reduce the importance of VAT to 
keep a balance between direct and indirect tax revenue. In 1982, the share of 


Broadening the Tax Base: The Economics Behind It 75 


indirect tax in the total revenue was 62.1 per cent, but in 1990 it declined to 
54.3 per cent. 

In Indonesia, a comprehensive tax reform that was aimed at restructur- 
ing an arcane system, simplifying the income tax code, and introducing VAT, 
took place in 1985 on the advice of Harvard economists. Administrative pro- 
cedures for enforcement were strengthened. The reform helped to reduce the 
heavy dependence of Indonesia's revenue on oil-related revenues. Here the 
effect of academic advice was noteworthy. 

In Taipei,China, VAT was introduced with a rate of 5 per cent in 1986, 
and later increased for some goods. In the Philippines, VAT was introduced 
with a rate of 10 per cent for enterprises beyond a certain scale of operation. 
However, the contribution of VAT proceeds to revenue remained small. 

Most recently, VAT was introduced in Pakistan (1990) and Thailand 
(1992). In Bangladesh, in spite of strong opposition, a 15 per cent VAT was 
introduced over 1991 and 1992 upon the recommendation of the World Bank 
in 1989. Still the coverage of enterprises is limited but expected to be 
extended. In other countries, analogous tax reforms involving the introduc- 
tion of VAT are expected. Singapore for example, intends to broaden the tax 
base and reduce direct taxes. 

It is difficult to generalize the effects of tax reforms in these countries, 
but one may make the following observations: In some countries the budget 
deficit was recovered (for example, Thailand, Republic of Korea, and Bangla- 
desh). In other countries the current account of balance of payments surplus 
continued (for instance, Taipei,China) or improved (such as in Thailand). In 
Indonesia, the dependence on oil-related revenue was certainly reduced. In 
general, reforms, once implemented, have had some positive impacts. 

To advocate a tax reform or broadening of the tax base is one thing, but 
it is quite another to implement either of these. The best reform would be as 
realistic as "castles of Spain" if the appropriate political climate were not first 
in place. For example, India and Pakistan inherited the land tax when they 
became independent from Great Britain. The land tax is not a popular tax in 
developed countries and often creates a revolution of taxpayers. One reason 
it is not popular is that it is viewed as a tax on agriculture as well as 
landowners. Indonesia unified all property tax into the Land and Building 
Tax in 1986, but the contribution of tax revenues from property tax is still 
small. In general, the contribution of the total tax from agriculture is very 
small in the Philippines, Indonesia, and Thailand, though it has some impor- 
tance in Sri Lanka and Malaysia (Booth 1986). 

Many Asian countries are under dictatorships or military governments. 
In such countries, the role of economic advisers was important, as in the case 
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taxes. Under a democracy, reforms are often more difficult despite the bene- 
fit of a democratic government for human rights and civil freedom. 

Incidentally, in Japan, where the political balance between bureaucracy 
(in particular, the Ministry of Finance), politicians, and the general public is 
subtle, the adoption of a general consumption tax (a variant of the VAT) took 
a long and winding path. 

Japanese politicians, or more precisely the Ministry of Finance, had a 
difficult time implementing the general consumption on tax, a kind of VAT. 
The Ohira government even lost an election because it announced the intro- 
duction of the general consumption tax. Premier Nakasone, effective as he 
was in international politics, was unable to pass the tax bill through the 
Diet. Finally, to the relief of Ministry of Finance officials, Premier Takeshita 
was able to pass the bill, and a 3 per cent VAT was implemented in 1989. 
(The MOF used the rhetoric that the gain in revenue from VAT would be 
neutralized by the reduction of income taxes. The deficit of the Japanese 
budget then significantly improved.) 

The regressive nature of VAT was of course one of the reasons for 
opposition, but a stronger reason seems to have been that small enterprises 
did not want their total incomes accurately disclosed by the introduction of 
VAT. Uncaptured income and even underground money is often a source of 
political campaign money for politicians in Japan.” 

One cannot neglect the discussion of the political economy of tax 
jurisdictions in federal countries. In federal countries, there is a central 
government in addition to many states that retain the legate for the jurisdic- 
tion of certain kinds of taxes. In India, for example, the central government 
has the right to levy personal income (except agricultural income), customs 
duties, corporation tax, and excise duties. On the other hand, the state 
governments have the right to tax land revenue and agricultural income, 
and levy alcohol and sales taxes. Any tax reform must change or reconcile 
with the present jurisdiction. The existence of transfers from the central 
bank to the state government complicates the situation even further. The 
possession of the right to tax means not only revenues, but also political 





2. Incidentally, it is currently still a critical policy issue as to whether or not the Ministry of 
Finance will promise to raise the consumption tax to 7 per cent in three years. This promise would be 
in exchange for the reduction of personal income tax to stimulate the stagnant Japanese economy. It is 
reminiscent of a Chinese proverb, "three in the morning and four in the evening." A monkey was regu- 
larly given four nuts in the morning and three in the evening. One day the owner reversed the order 
and gave it three nuts in the morning and four in the evening. The monkey was angry at the change. 
Since the Japanese public is not a monkey, they would behave according to the permanent income, or 
the total "number of nuts," and be little affected by the order of when what was served. Therefore, 
income reduction with the future promise of raising VAT would hardly be effective as a fiscal stimulus. 
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power when the taxer distributes the revenue to (other) states. This problem 
became a realistic issue in the attempt to implement VAT in India (Burgess 
and Stern 1993; Burgess, Howes, and Stern 1993). There are three ways, in 
addition to reconciling with existing indirect taxes, such as sales taxes, to 
resolve the issue: to levy the VAT at the central government level, to levy it 
at state levels, or to levy it at both central and state levels. This kind of tax 
system was compatible with the system where movements of people-aid 
factors were restricted. Now that factor movements are essentially free 
because firms and laborers movements enjoy maximum benefits, it creates 
tax competition among federal government and the states as well. The same 
situation could seriously happen in the European Community. 

There are a few past experiences (Burgess and Stern 1993). Brazil 
introduced the VAT in 1967 at both levels with little success. Mexico intro- 
duced the VAT in 1980 essentially at the national level with revenue shar- 
ing. It is regarded as a main factor in promoting recent Mexican growth. 
Germany introduced the VAT in 1980 with a uniform rate applied to most 
products. The central government has strong control on its administration 
and revenue sharing. The recent introduction of a VAT by Canada in 1991 
took the national level approach in spite of the reluctance of some provinces. 
Its economic performance is yet to be seen. In spite of these experiences from 
political considerations,‘ Burgess, Howes, and Stern (1993) recommend for 
the India case a combination of. central excises and state VAT in the long 
run. This is an interesting game-like situation among states and central 
governments that creates all sorts of distorting incentives or disincentives for 
private agents; where they compete for favorable distribution of tax proceeds 
by transfers, for example, from the central to state governments. 

As the integration of international economies progresses, international 
factor movements of capital and labor become active and many multinational 
corporations operate on a world scale. In such a world, the international 
jurisdiction of taxation will become serious as well. Also, international 
competition of taxes will take place. This again presents a game situation. 
Each country would like to keep the tax rate high enough to collect revenue, 
but has to reduce it so as not to erode the tax base by capital flight and 
emigration (Razin and Sadka 1992; Hamada 1966, 1976). 

If factors are mobile, they tend to flee from a country that has a high 
rate of tax. The federal as well as international situation is reminiscent of a 
Japanese nursery rhyme: "Come, come, firefly come! The water on this side 
tastes like honey, on that side like vinegar." The competition of corporate 
taxes may drive the corporate tax rate down to zero. [The establishment of 
export processing zones, or duty free zones which are popular in Asian coun- 
tries, is a partial realization of tax free regions. See, for example, Hamada 
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(1974).] Also, the competition of income tax may drive the personal income 
tax toward zero. The world will probably need some treaty to avoid the 
excessive reduction of taxes. 

Problems that have been neglected so far are those of tax compliance of 
taxpayers, and administrative costs of collection and auditing procedures. 
Even though we calculate the exact welfare maximizing tax system along the 
lines of the earlier discussion, if we neglect these incentive and administra- 
tive factors, then the implementation of the calculated tax system need not 
be optimal for society. Unfortunately, it is as difficult to measure the degree 
of tax compliance, tax avoidance, or tax evasion as it is to detect smuggling. 
Also, it is as difficult to monitor the degree of corruption of tax officials as it 
is to find the incidence of underground crimes. 

As already mentioned above, economic analysis of criminal behavior 
suggests that taxpayers equate the net marginal benefit (tax savings minus 
efforts) of evading (avoiding) taxes to the marginal expected cost, that is, the 
probability of being caught multiplied by the penalty if they are caught 
(Tanzi 1994). Tax evasion can be done in many ways, by misreporting, con- 
cealing income, or even bribing tax officials. 

Besley and McLaren (1990) theoretically approach the incentive struc- 
ture of corruption. One of their conclusions is that it is better to pay tax 
officials high wages to avoid corruption because of the efficiency wage effect. 
The efficiency wage theory claims that it is more efficient for firms to pay 
higher wages to their current employees than wages that applicants from the 
outside will readily accept. In our context, if tax officials are paid sufficient 
wages, they are less tempted to accept bribes because the possible loss of 
their jobs matters more. 

The situation between the tax collecting authority and taxpayers can be 
viewed as a game situation under incomplete information. The tax authority 
does not know exactly the income of taxpayers, and tries to lead the 
taxpayers to tax laws by public relations, suasion, auditing, and threats. On 
the other hand, taxpayers do not completely know the strategy of the tax 
authority. To make things more complex, there are, in some cases, incentives 
for tax officials to be bribed. There are chances that the behavior of tax 
officials is not perfectly monitored. The cooperative solution between taxpay- 
ers and tax collectors will result in a large incidence of tax evasion. 

In passing, it should be noted that the Japanese bureaucratic system 
has a partial but substantial safeguard against corruption. The Japanese 
bureaucratic system, which can be regarded as efficient and only 
"reasonably" clean, may provide an example of a mechanism that keeps civil 
servants relatively honest. In Japan, most: of the elite or "career" civil 
servants retire at quite young ages, in their early to mid-50s, and start their 
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second, often lucrative, job in private companies or public enterprises. This 
custom is called "descent from heaven." Since civil servants in Japan are 
paid relatively low salaries during their tenure in the government, the high 
compensation after the "descent" is a factor that attracts outstanding univer- 
sity graduates to the national government. The lifetime income of national 
government workers is worth striving for, even though one must take the 
very competitive civil servants' qualifying examination. 

However, the position and accordingly the income a civil servant obtains 
at his (very rarely "her" in Japan) second job, is generally not related to his 
particular job as a bureaucrat, but is decided by the secretariat of the minis- 
try to which he belongs. The importance as well as the salary of the second 
job is usually related to overall performance as a bureaucrat and to the last 
government position held before the descent. With this mechanism, the 
temptation for favoritism or corruption is relatively restrained. Bureaucrats, 
during their tenure in the government, are motivated not so much by 
lobbying pressures or temptations from particular firms or particular indus- 
tries, but by the institutional survival instinct that their ministry keeps 
jurisdiction, control, and future retirement positions for future bureaucrats 
in the ministry. For middle tax officials, a possibility is open after retirement 
to become an accountant specializing in tax. That possibility secures substan- 
tial income in retirement. 

Incidentally, the Japanese examination system for public service can 
possibly be traced to the traditional examination system in old China. The 
best and brightest are attracted to the Ministry of Finance (MOF), the 
Ministry of International Trade and Industry (MITD, and other powerful 
ministries. Anne Krueger once said that the unnecessary efforts during 
childhood and schooling years to obtain influential ministries can be 
regarded as the deadweight cost of rent-seeking in Japanese society. 


Conclusion 


Each nation has a different climate, geography, history, and political 
system and is conditioned by diverse natural endowment and social condi- 
tions. Therefore, it is difficult to generalize observations on Asian countries. 
The following is a list of tentative conclusions. 

(a) A country that spends a larger part of its GDP as government expen- 
ditures is more likely to run a budget deficit. 

(b) A country that runs a larger budget deficit as a ratio to GDP is more 
likely to incur inflation and a current account deficit that will make it a large 
debtor country. 
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(c) Trade taxes in the form of import tax, export tax, and other taxes are 
detrimental to economic development because such taxes distort the market 
mechanism by overprotection of import-competing industries. Moreover, 
heavy reliance on trade taxes drives a country toward an inward-looking or 
import-substitution type of development strategy. Vigorous takeoffs of devel- 
oping countries such as NIEs and most of ASEAN have been supported by an 
outward-looking and export-oriented development strategy. 

(d) Land and property tax are recommended because of their neutrality 
to resource allocation and favorable income distribution effect. In practice, 
they are not popular probably because land and wealth owners have strong 
political power in developing countries. 

(e) Personal income tax is widely used as the revenue base. From the 
standpoint of equity, this is a desirable tax. But because the range of income 
to be taxed is quite limited, revenue creating power is also limited. Raising 
the marginal tax rate would create more tax avoidance or evasion and is not 
recommended. Eliminating loopholes and broadening the range of income 
subject to income tax can still be possible. Even though this would require 
more effort on the part of the tax authority (and correction of its corruption 
in some cases), this direction is worth pursuing. 

(f) Corporate income tax is substantially utilized primarily because of 
the ease of capturing the incomes of corporations. The economic effect is 
complicated because of the problems of incidence and double taxation. Since 
it is practically a useful source of income, its reduction is not advocated, but, 
at the same time, its increase cannot be recommended. 

(g) The VAT is a useful tax that is considered to have little distortionary 
effect on resource allocation and to encourage capital accumulation. Never- 
theless, VAT is not completely neutral to resource allocation, and generally is 
regressive to income distribution. (If one tries to make it less regressive by 
excluding food and necessities from taxation, then one will hurt the 
neutrality even more.) Many Asian governments implemented tax reforms 
based on the introduction of VAT. Generally, the revenue-enhancing objec- 
tives of tax reforms seem to have been fulfilled. Despite the regressive 
nature of VAT, these reforms have to be evaluated positively because other 
revenue sources do not have as much potential in the immediate future to 
raise revenue as VAT does. 

We have seen that government deficits are sources of many macro- 
economic troubles. To reduce deficits, tax revenues should be raised. Instead 
of taking up a single tax and trying to raise revenue from it, governments 
should appeal to many kinds of taxes. The VAT has been the most popular 
target. The VAT has a regressive character, but its possible harm should be 
compared with the damage from inflation that might occur without the 
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implementation of revenue-raising devices including the imposition of the 
VAT or increasing the rate of VAT. 
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Policy Reform for Promoting Trade 
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Abstract. Various empirical studies have demonstrated the superiority of export-oriented 
policies over import-substituting (IS) strategies of growth. Widely followed in many develop- 
ing countries until about the beginning of the 1980s, the IS strategy, which sheltered domes- 
tic industries by high protective walls, led to distorted economic structures and bred 
inefficiency. Recenily, therefore, developing countries around the world have adopted, accel- 
erated and broadened a reform process, involving both IMF-type stabilization measures and 
World Bank sponsored structural adjustment policies, for liberalizing their trade regimes. 
The rapidly growing market penetration of an expanded range of manufactured export 
products by a number of East Asian countries suggests that with suitable economic policies 
and a competitive production base, there is no reason for suffering from “export pessimism.” 
However, it must noted that export incentives alone are not enough and that prudent fiscal 
and monetary policies are also essential to successful export orientation. Moreover, 
depending on the unique features of each individual country, it is necessary to determine the 
sequence, pace, and mix of reform programs in a pragmatic manner. 





evelopment economics, as it evolved in the 1950s, assigned a signifi- 

cant role to foreign trade in the domestic transition/transformation 

path of developing countries. Nurkse (1961) likened trade to an 
"engine of growth." A decade later, Kravis (1970) modified the relationship 
by referring to it as the “handmaiden of growth." In more recent times, a 
host of economists have demonstrated, though in somewhat broad terms, the 
close links that may exist between trade and development—in the case of 
import as well as export trade (see Michaely 1977; Balassa 1978; Heller and 
Porter 1978; Tyler 1981; Krueger 1981). Imports are expected to provide 
access to the technology and capital goods available in advanced industrial 
nations, while exports help exploit the comparative advantage in resource 
development. An export-promoting strategy of growth not only creates the 
possibility of demand-driven links to stimulate income and output in the rest 
of the economy, but by enlarging the size of the market also permits 
economies of scale to be reaped. The greater market competition that follows 
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encourages a more efficient utilization of resources and productivity growth 
in the whole economy (Finch and Michalapoulos 1988). Moreover, to attract 
increased capital inflows including borrowings from international markets, it 
is considered necessary to have a strong export program in a country’s 
development strategy (Villegas 1990, 16). A number of empirical studies have 
recently demonstrated that while trade restrictions reduce capital inflows 
significantly, export growth and the ratio of exports to gross national product 
(GNP) have, on the other hand, definite positive effects on capital inflows 
(Fry 1991). 

The thinking, that it is quite possible, or indeed preferable, for develop- 
ing countries to accelerate their growth process by means of export promo- 
tion, especially of manufactured products, is now treated as conventional 
wisdom (Little, Scitovsky, and Scott 1970). Without undermining the 
importance of such other factors as world peace, political stability, and an 
enabling environment for the market system, it has been demonstrated by 
recent analyses that countries that came closer to pursuing export-oriented 
policies attained faster growth in both exports and GNP, had improved rates 
of domestic savings, and indeed experienced greater gains in total factor pro- 
ductivity (Riedel 1988). As is well known, many Asian countries including 
Japan; Hong Kong; Singapore; the Republic of Korea; and Taipei,China have 
pursued economic growth by expanding exports. This had a very high payoff 
with respect to equity as well.’ The new “tigers” of the region, for example, 
Malaysia, Thailand, and Indonesia, are also currently following very similar 
paths. However, it must be remembered that it is not only the export growth 
but also the openness of the economy itself, in terms of liberalized inflows of 
both foreign investment and imports, which has been a critical ingredient for 
rapid increases in output and productivity. Open trading policies also permit 
quicker adaptation to changing new technologies and greater flexibility in 
responding to international economic development (Finch and Michalapoulos 
1988, 132). And, not surprisingly, such open economies have been found to 
have performed well even during the swings and roundabouts of the 1970s 
(Hughes 1988, xxiv). I 

However, as far as the developing countries are generally concerned, 
their position and policy stance varied sharply from the above dictates. The 
“structuralist” views, which assigned only limited possibilities for transform- 
ing the domestic product mix through foreign trade, primarily dominated the 
thinking of developing countries on economic development even up to the 





1. This has been demonstrated empirically, although note that the moat insistent set of criticisms 
of liberalizing policy reforms has been concerned with their equity implications and their impact on 
poverty and income distribution (Fields 1988). 
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1970s. The most common strategy was to encourage their “infant industries” 
to grow under highly protective umbrellas associated with import substitu- 
tion policies. Accordingly, by the early 1950s, most of them aspired to achieve 
self-sufficiency through industrialization in an essentially inward-looking 
frame, where such restrictive trade practices as elaborate and complex 
import licensing and quota systems, stringent foreign exchange controls, 
overvalued currency, and a host of regulations on foreign investments and 
other international transactions were common features. As a result, at dif- 
ferent points in time during the 1960s and 1970s, the developing countries 
found themselves saddled with extremely restrictive regimes containing 
large and haphazard variations in the degree of protection by activity and 
sector (World Bank 1987). 

Subsequently, as countries recognized the pitfalls of the inefficient 
inward-looking strategies, they attempted to rationalize and liberalize their 
trade regimes. Beginning in the 1980s, mainly with the assistance of the 
World Bank and the International Monetary Fund (IMF), such reforms have 
spread to most developing countries, and have also proliferated in Eastern 
Europe, following the collapse of the socialist system. The new paradigm of 
world market integration, it is to be noted, does not in any way signify a 
return to the “complementation strategy” of the type of the colonial era (for 
example, exploitation of natural resources), but rather the initiation and 
guaranteeing of growth on a selective national advantage basis within 
international location competition. And it is based on the ability to learn, 
readiness for innovation, product differentiation, and concentration on 
selected items of production with comparative cost advantages (Sangmeister 
1993). 
` Often the developing countries are pursuing trade liberalization policy 
unilaterally without involving any binding commitments within the General 
Agreement on Tariffs and Trade (GATT), and without any parallel conces- 
sions from the developed nations. While it is recognized that the benefits 
from the liberalization attempts would significantly increase only if they 
were accompanied by improved access into industrial countries’ markets, the 
very fact that it is their own restrictive trade policies that have inhibited 
their exports and stunted their economic growth, strongly suggests that the 
biases and distortions in these policies should be first removed by adopting 
appropriate reforms. As Anne O. Krueger (1988, 201) states, presently there 
“is little question as to which issues in the international trading system are 
of major concern to the developing countries. They are, first and foremost, 
the restoration of a momentum toward trade liberalization and more rapid 
growth of the international economy.” 
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The primary goal of this paper is to determine the role policy reforms 
play in the promotion of trade of developing countries. To set the problem in 
its proper perspective we start with an overview of the world trading sce- 
nario. This is followed by a few observations on the relative strengths and 
weaknesses of the alternative trade strategies as they historically unfolded 
in developing countries. The next section details the various policy reforms 
considered necessary to stimulate the foreign trade of these countries as a 
group. This is followed by some concluding remarks. 


The Trade Pattern of Developing Countries 


This section provides a brief overview of the growth pattern of world 
trade, with special reference to developing countries, particularly over the 
last three decades. As shown in Table 1, the world annual average growth 
rates of exports and imports accelerated during the early 1960s and reached 
phenomenal growth—expanding by over 20 per cent—during the 1970s. The 
basic causes were a general economic upsurge combined with the lowering of 
tariffs by developed countries either unilaterally or through multilateral 
trade negotiations (MTNs) carried out under the auspices of the GATT. The 
trade growth rates, however, decelerated significantly during the 1980s 
along with the perceived threat of the so-called “new protectionism” in the 
industrialized countries, where a slowdown in economic growth in the mid- 
19708 gave rise to new forms of discriminatory trade practices, which often 
fell outside of the regular boundaries of the GATT.” 

As far as the developing countries were concerned, they experienced less 
than average world growth rates in trade during the 1950s and 1960s, but 
they outstripped all other groups during the 1970s. The lead came primarily 
from the countries of East and Southeast Asia, helped by their strong out- 
ward orientation in a congenial world environment. However, as with the 
rest of the world, the trade growth rates of developing countries became very 
unimpressive during the first half of the 1980s, and even negative in some 
years. 

Within developing countries, the major category of petroleum exporters 
performed best between 1970 and 1980 because of oil price hikes. But when 


2. The figures in Table 1 are in terms of value. Even in volume terms, for the decade as a whole, 
the picture remains unchanged. In fact, the volume increase in world exports during 1980-91 was only 
4 per cent against a 5.1 per cent increase in value. However, for the first half of the eighties, during 
1980-85, the volume growth of exports was 2.1 per cent against a negative figure of -0.9 per cent for 
values. On the other hand, while value surged by 12.3 per cent during 1985-90, the growth rate in 
volume was only 6.1 per cent. In fact, the world merchandise trade was marked by sluggish trade in 
volume terms, right up to 1986/87, with the exception of 1984 when the volume growth rate exceeded 8 
per cent. In 1981, the growth rate was negligible and in fact, it was negative in 1982 (see GATT 1993). 
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such conditions changed, as in the early 1980s, their trade declined, which 
can be seen from Table 2. The other major category, exporters of manufac- 
tures, has been doing significantly better since the 1960s. This can be 
sharply contrasted with the least developed countries, with their very weak 
industrial base, recording the poorest growth rates. 

Insofar as the share of world exports and imports are concerned, devel- 
oping countries account for just over one-fifth of the world total, as is shown 
in Table 3. There was a decline in their shares during the 1950s and 1960s. 
But the situation improved significantly during the 1970s when they experi- 
enced the fastest growth rates in the foreign trade sector. However, the 
share again declined during the 1980s. Within developing countries, the 
shares of least developed countries and developing countries in America and 
Africa have declined considerably from 1950 to 1990. This can be contrasted 
with the Asian countries, whose shares have increased over the same period. 

The network of world trade, as shown in Table 4, demonstrates that the 
developed market economy countries conduct most of their trade between 
themselves: their intratrade accounts for about two-thirds of their total 
trade. On the other hand, the fraction of world trade accounted for by the 
intratrade of developing countries is minor and would roughly be 6 per cent 
of world export. South-South trade has been adversely affected by the high 
trade barriers among developing countries themselves. However, South- 
North trade which started from low levels, by the 1960s, was growing more 
rapidly than even North-North trade, mainly as already noted, taking 
advantage of the reduction of tariff rates in the developed countries. In the 
context of total world exports, the developing countries account for slightly 
more than one fifth of the same, two thirds of this is carried out with 
industrial countries. All the same, it can be seen from Table 5 that the rate of 
growth of intradeveloping country export has been slightly higher, especially 
in the 19708, as compared to developing country export to developed market 
economies. 

Most interestingly, the export composition of developing countries has 
Shifted rapidly from traditional or primary products to manufactured goods, 
as shown in Table 6. For example, in 1970 the share of manufactures was 
less than 20 per cent of total developing country exports. By 1990, this share 
Shot up to 54 per cent. The industrial market economies provide most of the 
demand for exports of manufactures from developing countries, absorbing 
more than 60 per cent of these exports. However, it must be noted that the 
share of manufactures in South-South trade has also gone up over time. 

The above picture relating to developing country exports should be 
treated with some caution because the aggregate figures often conceal sig- 
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Table 4: Network of World Trade: Annual Average Value 
(in billion dollars) 


World 


Developed 


Market Economy Eastern 


Countries 


Asian 
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Socialist Developing 
Europe Countries Countries 





World 
1969-1971 311.1 219.6 
1972-1974 608.7 430.1 
1975-1977 995.0 663.0 
1978-1980 1,643.7 1,109.8 
1981-1983 1,872.2 1,205.4 
1984-1986 1,991.4 1,887.4 
1987-1989 2,780.9 1,935.5 
1990-1991 3,449.8 2,445.7 

Developed Market Economy Countries 
1969-1971 223.0 171.4 
1972-1974 415.4 318.5 
1976-1977 649.0 458.7 
1978-1980 1,068.1 763.5 
1981-1983 1,187.7 826.4 
1984-1986 1,324.7 988.1 
1987-1989 1,950.6 1,602.8 
1990-1991 2,476.0 1,898.4 

Developing Countries and Territories 
1969-1971 65.1 40.4 
1972-1974 136.3 100.5 
1975-1977 251.5 177.9 
1978-1980 425.7 801.0 
1981-1983 496.7 821.1 
1984-1986 458.3 292.1 
1987-1989 568.4 367.6 
1990-1991 729.2 452.5 

Note: Exports on f.o.b. and Imports on c.i.f. basis. 

X = Exports 

M = Imports 


Source: UNCTAD (1992); United Nations (1993). 


nificant differences between groups and individual countries. For example, 
in the case of export of manufactures, the participation has been so uneven 
that only 11 countries account for nearly 80 per cent. In turn, it is the four 
Asian newly industrializing economies (NIEs)—Hong Kong; Taipei,China; 
Republic of Korea; and Singapore—that have dominated inspite of specific 
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Table 5: Annual Average Growth Rates of World Exports 
(percentage) 








Developed Asian 
Market Economy Eastern Socialist Developing 


Origin World Countries Europe Countries Countries 









World 
1969-1971/1972-1974 25.1 25.1 21.2 28.2 26.7 
1972-1974/1975-1977 17.8 16.5 20.6 12.5 24.3 
1976-1977/1918-1980 18.2 18.7 12.9 28.4 18.5 
1978-1980/1981-1983 4.4 2.8 4.5 7.3 8.3 
1981-1983/1984-1986 2.1 8.5 2.3 20.0 -9.7 
1984-1986/1987-1989 11.8 13.1 6.5 13.2 9.6 
1987-1989/1990-1991 9.0 9.8 -11.6 6.8 12.3 

Developed Market Economy Countries 

- 1969-197 1/1972-1974 23.0 22.3 30.1 40.4 24.1 
1972-1974/1975-1977 16.0 13.5 23.5 10.8 23.9 
1975-1977/1978-1980 18.1 18.5 12.1 32.1 17.1 
1978-1980/1981-1983 3.6 2.7 0.6 3.7 6.0 
1981-1983/1984-1986 3.7 6.1 -4.6 19.1 -3.7 
1984-1986/1987-1989 13.8 15.0 6.0 4.8 10.9 
1987-1989/1990-1991 10.0 9.3 9.2 -0.2 12.4 

Developing Countries and Territories 
1969-1971/1972-1974 35.2 35.5 23.6 26.0 36.6 
1972-1974/1975-1977 22.7 21.0 25.6 17.6 26.8 
1976-1977/1978-1980 19.2 19.2 11.4 29.1 21.0 
1978-1980/1981-1983 5.8 2.2 10.9 19.7 12.3 
1981-1983/1984-1986 -2.6 -8.1 8.3 29.0 4.2 
1984-1986/1987-1989 74 8.0 0.8 26.8 5.2 
1987-1989/1990-1991 10.5 8.7 -3.4 15.2 13.6 

Note: Exports on f.o.b. and Imports on c.i.f. basis. 

X = Exports 

M = Imports 


Source: UNCTAD (1992), United Nations (1993). 


tariff and nontariff barriers against them, and despite the fact that the total 
number of exporters has been growing in recent times (Panoutsopoulos 
1992). Significantly, it has been the more dynamic exporters with an out- 
ward orientation who have been the leaders in market penetration both in 
such old products as textiles and clothing, toys, musical instruments, miscel- 
laneous sports equipment, and also in a wide range of new products, includ- 
ing machinery. 
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Trade Strategies in Developing Countries 


Partly because of past colonial exploitation and partly because of their 
relative backwardness and lack of competitive strength, most developing 
countries have often suffered from what is known as “export pessimism”, 
that is, the belief that their exports cannot successfully penetrate the restric- 
tive barriers of the developed economies. Inspite of the perceived benefits of 
liberalized trade and even when their exports grew, this thesis had almost a 
worldwide following—including the countries in South Asia (Raj and Sen 
1961). Even some of the East Asian NIEs, for example, Taipei,China and the 
Republic of Korea, which later achieved astounding success, were also much 
more inward-looking in the 1950s. But they liberalized their policies in the 
1960s. In the earlier days, the export pessimists drew intellectual support 
from the analyses of Nurkse (1961) and Prebisch (1950, 1959) who had 
argued that exports of primary products from developing countries would be 
self-defeating due to constantly deteriorating barter terms of trade that re- 
sulted from a static and restricted demand in the face of an increasing 
supply capacity. 

In the case of manufactured goods, Prebisch, for example, reasoned that 
the developing countries would not be able to compete in the world market 
against exports from developed countries. Moreover, the argument went, 
that in whichever areas the scope of success is considered greatest (for. 
example, textiles), the most severe restrictions are imposed by the developed 
countries. In the case of some nontraditional items (such as engineering 
products), it may still be possible to achieve remarkable export growth. But 
these products are often so marginal in importance that they have only an 
inconsequential impact on the total export revenue of developing countries. 
Consequently, it was considered that import substitution (IS) is a more 
desirable growth strategy, especially in the case of those industries that sat- 
isfy the infant industry criteria and conform to the domestic resource 
endowments for exploiting the “dynamic” comparative advantage of develop- 
ing countries. Within limits, this is also consistent with the “overspill” view 
of export that maintains that the concentration of efforts on developing a 
reasonably large home market will create conditions needed for an efficient 
and successful export trade. The very fact that imports of some commodities 
are taking place presupposes the existence of a ready-made market. This 





3. Interestingly, even in its Trade and Development Report, UNCTAD (1993) states that textiles 
and clothing remain one of the most heavily protected sectors in developed countries and for some 
items the tariffs exceed 38 per cent in the United States against an average of 18.3 per cent for all 
items. 
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provides a strong argument in favor of developing productive capacities at 
home to replace imports from abroad. 

For a time, import substitution did help to produce high rates of GDP 
growth in many developing countries. However, it was soon revealed that 
the IS strategy suffered from some major shortcomings. First, it was found 
that import substitution often increased, rather than reduced a country's 
dependence on foreign exchange. This may happen because although domes- 
tic production of what was previously being imported leads to some direct 
savings of foreign exchange, their indirect requirements may continue to 
increase as a result of an increased need for imports of materials, parts, and 
capital equipment. Second, the subsidized interest rates within this policy 
frame often became negative in real terms resulting in an increased demand 
for credit and a disincentive for saving. Then the public often switched its 
preferences to shorter term financial instruments. This led to a process 
known as "financial disintermediation" which made it more difficult for the 
financial system to provide resources for productive investment projects. 
Third, tariff barriers and quantitative restrictions led to artificial scarcity 
and helped create active black markets for imported goods. Fourth, duty-free 
imports of capital goods to encourage import substitution and availability of 
cheaper capital created a capital-intensive bias in production, which made it 
difficult to absorb excess labor in modern industry. As market forces 
depressed wages in such a situation, governments were often forced to set 
‘minimum wages at levels above marginal labor productivity. This created 
further distortions in the relative prices of labor and capital. Fifth, a highly 
protected and inefficient industrial sector had to be supported by agricul- 
tural exports at a time when world overproduction and poor prices made this 
a questionable long term proposition. Sixth, since import substitution is 
generally unduly concentrated in the manufacturing sector and strengthens 
forces of monopoly and other domestic market imperfections, there was a 
tendency for income to be redistributed from the rural to the urban sector 
and to the rich, that is to those whose expenditure patterns are typically 
inclined to imported goods. This led to an increase in import requirements 
for consumer goods as well. Finally, another serious disadvantage of IS is 
that the home market may soon become saturated. This occurs because the 
domestic industries, being sheltered by high levels of protection, usually turn 
out to be high-cost enterprises, producing expensive products for use by the 
restricted higher income groups. Thus, as happened in a number of Latin 
American countries, the producers "ran out of import substitution" as it 
were. In such situations, some regional trade arrangements may temporarily 
help them to tide over the problem. But the prospect of market enlargement 
to reap economies of scale are usually very restricted because of the similar 
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and competitive production structures of the developing countries. As a 
result of their inward orientation, they are then confronted with trade 
diversion rather than trade creation (Balassa and Stoutjesdijk 1976). Once 
such a point is reached, export expansion remains the only course open if the 
domestic industries are to grow. Often, the shares of these industries in the 
world market (for an average developing country), are so infinitesimal that 
they impose no effective barriers on their growth. However, by then the 
country will have an industrial structure that is dominated by extremely 
uneconomic, high-cost, inefficient enterprises and, therefore, quite unsuited 
to the competitive export market. Moreover, the overvalued currency that 
goes hand-in-glove with exchange control and import substitution under- 
states the price of imports and makes their social costs appear so low as to 
create, in many developing countries, a defeatist attitude concerning their 
ability to compete with the rest of the world.‘ 

Thus, when IS is carried to the extreme, it generates forces that create a 
vicious circle: import substitution that is undertaken with the belief that 
exports are not possible leads to a situation where export expansion, in fact, 
becomes extremely difficult to attain. This, in turn, provides an ex post proof 
for the doctrine of export pessimism (Little, Scitovsky, and Scott 1970). If the 
industry is to continue to grow with any speed, there is no alternative but to 
seek export markets within an outward-oriented strategy—a task that would 
be far easier to carry out if it were recognized right from the very start. With 
suitable policies, as the past experience of a number of countries especially in 
East Asia suggests, it may be quite possible for individual countries to 
significantly raise their exports (Little, Scitovsky, and Scott 1970). From this 
perspective, it appears that “export pessimism” was rather unwarranted in 
the 1950s and 1960s. 

Also note that as South-South trade lagged, South-North trade, albeit 
starting from low levels, was growing more rapidly than North-North trade 
even by the 1960s. The developing countries’ exploitation of comparative ad- 
vantage in labor-intensive manufacturing, specifically through interindustry 
trade and internationalization of manufacturing processes, coupled with 
increased availability of financing, led to increased trade in manufacturing 
to take advantage of opportunities of product differentiation, economies of 
scale, and entry by new local as well as foreign firms (Panoutsopoulos 1992). 





4. Some other factors that may reinforce the anti-export bias inherent in an IS strategy are: (i) 
the high cost of domestic inputs produced by the protected high-cost enterprises, insofar as they enter 
into the exportables, will undermine their competitive strength, and (ii) the high wage cost in the 
import-substituting industries—possible because of high private profits nurtured by highly 
protectionist measures—are also likely to spill over into the export industries, raising their production 
costs and lowering their competitiveness in the world market. ul 
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Moreover, studies of the exports from individual developing countries 
suggest that most exports to industrial economies do not encounter insur- 
mountable barriers and that the exports and market penetration are growing 
rapidly (Panoutsopoulos 1992). 

Even then, another wave of export pessimism gripped many developing 
countries in the 1970s and 1980s. Slow economic growth in the world econ- 
omy adversely affected their exports. Increasingly, however, “complaints 
have been voiced by exporters that trade barriers, especially in new and 
more discriminatory forms, are rising in the major industrial countries, hin- 
dering private sector planning for more outward-oriented investments in 
manufacturing and other labor-intensive activities, and, more generally, 
hindering the progress of structural adjustment and self-sustaining growth 
in Asia and other developing regions” (Panoutsopoulos 1992). Many of the 
new, nontariff measures are covert and their incidences frequently change. 
The number of nontariff barriers (NTBs) and the complexities of these meas- 
ures undoubtedly posed a serious problem to the developing world during the 
1970s and 1980s, particularly in the years leading up to the recession of 
1981-1983 (ADB 1988, 7). Already there is a great deal of evidence of an 
increasing volume of such barriers between industrial countries and against 
developing countries. For example, a recent World Bank study estimates 
that NTBs in the major industrial countries affect 34 per cent of imports 
from developing countries, as opposed to 27 per cent from all countries, and 
that in the early 1980s NTBs in the developed countries became significantly 
more extensive (Nognes, Obchowski, and Winters 1985). In the early nine- 
ties, this trend has not reversed as trade conflicts among major economic 
‘powers continue to adversely affect the liberalization efforts of developing 
countries. The protracted delay in successfully concluding the Uruguay 
Round, as compared to all previous rounds of MTNs, also favored protection- 
ist tendencies. Attempts to substitute “free trade” with “fair trade” in the 
United States is similarly seen as a euphemism for protectionism (see 
UNCTAD 1998). 

The pessimists claim that the new protectionism is based logically on 
the fact that industrial countries suffer from a time lag before they can 
adjust to the export potential of manufactures from developing countries 
(Nognes, Obchowski, and Winters 1985). Cline (1982, 81-90) argues that, 
“while the (export-led growth) model may work well if pursued by a limited 
S i 5. Started in 1986 and concluded in December 1993, the Uruguay Round was the eighth in the 
series, and first to be named after a developing country. Whereas earlier negotiations had mostly 
focused on manufactured goods, the Uruguay Round was the most ambitious, bringing three new 


sectors—agriculture, textiles, and services—under the GATT umbrella. Note that the previous Ce 
Round, the Tokyo Round, took about six years to complete. 


ev 
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number of countries, it may break down if a large majority of developing 
countries seeks to pursue it at the same time because the resulting outpour- 
ing of manufactured exports might be more than Western markets could 
absorb.” 

However, as discussed earlier, studies of the exports from individual 
developing countries suggest that most exports to industrial countries do not 
encounter insurmountable barriers as exports and market penetration have 
been growing rapidly (Panoutsopoulos 1992). Analysis of market penetration 
data and of the determinants of protection has shown that market penetra- 
tion is not even an important determinant of protectionism, nor has pro- 
tectionism become a prohibitive deterrent to export growth in developed 
countries (Panoutsopoulos 1992), It may also be noted in this context that the 
long upward swing of the world economy from 1983 to 1989 mainly benefited 
those East Asian economies that ignored the strictures of the pessimists 
(Suphachalasai 1989). At the same time, the ratio of exports of manufactures 
flowing from developing to industrial market economies rose from an aver- 
age of 54 per cent in 1965-70 to an average of 64 per cent in 1980-86 
(Panoutsopoulos 1992). In addition, the range of developing country export 
products also expanded, partly as a reaction to restrictions on certain 
imports in developed countries (for example, clothing and textiles, and foot- 
wear-—leading to product diversification), and partly because of attempts by 
some countries (such as Brazil and India) to offset their high costs of produc- 
tion in capital-intensive industries by exporting a part of their output at 
marginal cost (or even less) with a view to reaping some scale economies 
(Panoutsopoulos 1992), Moreover, an “escalator” movement developed as the 
top exporters moved upward not only in their volume and variety of exports 
but also in human and other capital intensity, making room for new develop- 
ing countries to enter at the bottom. 

All the same, despite making attempts for export expansion many other 
countries failed. The main reason was the mistaken belief that only the 
introduction of export incentives to offset import substitution measures 
would be enough. But a look at the success stories clearly indicates that they 
all introduced policy changes that were specifically tuned to exploiting the 
local advantages of low labor cost and that they all adopted appropriate 
technology, specialization, and economies of scale, and eliminated distortions 
in relative factor prices (Panoutsopoulos 1992). According to Panoutsopoulos 
(1992, 29), “Prudent fiscal and monetary policies that led to price stability 
and the introduction and maintenance of realistic exchange rates were 
essential to successful export orientation.” In other words, for export and 
trade expansion, it is necessary for developing countries to adopt policy 
reforms that are market-oriented and outward-oriented, will liberalize 
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imports, and will also make local products competitive in the world market. 
According to a recent Asian Development Bank (1988) study, for example, 
economic policy making, particularly trade and foreign exchange policies, is 
an important determining factor in promoting or hindering trade, as well as 
general economic performance. In the words of Dean DeRosa (1988), “A 
maxim of economic theory is that countries must buy abroad in order to sell 
abroad. Hence, countries that maintain more liberal trade regimes tend to 
enjoy great levels of trade, measured in terms of their combined export and 
import trade relative to gross domestic product (GDP).” 


Policy Reforms for Trade Promotion 


As noted earlier, policy reform programs have proliferated in recent 
years especially under the auspices of the stabilization and structural 
adjustment programs of the IMF and the World Bank. The growth of World 
Bank adjustment lending in support of policy reform has been particularly 
spectacular. Starting from virtually nothing in the late 1970s, policy-based 
lending made up 25 per cent of annual World Bank lending and 10 per cent 
of its portfolio by 1988 (see World Bank 1989). Policy-based lending has also 
become a major vehicle of economic assistance for the United States Agency 
for International Development (USAID), the Economic Support Fund (ESF) 
and the African Economic Development Fund since 1987, and various food 
aid programs. Even among the bilateral donors, nonproject loans have 
become increasingly common. According to a leading authority on the 
subject, Elliot Berg (1988, 1), “Policy reform is the central theme in the 
development economics of the 1980s.” 

A comprehensive economic reform program includes almost all facets of 
the economy including factor market, industry, government sector, and 
international trade and monetary policy. An indicative list of the coverage is 
presented in Table 7. 

Note that the current policy reform agenda can be sharply contrasted 
with reforms in previous decades such as land reform or increased public 
spending to meet basic human needs. Instead, the emphasis is on liberaliza- 
tion and adoption of market-oriented policies and instruments. This new 
wave of economic reform has three general features: (i) more intensive use of 
private agents; (ii) encouragement of competitive markets by decontrol, de- 
regulation, divestment, and adoption of an outward-looking trade regime; 
and (iti) reduced use of subsidies. The conceptual reorientation in economic 
policy reform is summarized in Table 8. 
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Table 8: Changes of Paradigms in Economic Policy 





Past Policies New Policies 
1. Industrial import substitution Selective world-market orientation 
2. High rates of protection for Low rates of protection for the 
the domestic market domestic market 
3. Fiscal and customs policy at Sector-neutral fiscal and 
the expense of agriculture customs policy Ü 
4. Favoring of the export of Export diversification 
primary products 
5. Split (fixed) exchange rates Unified (flexible) exchange rates 
6. High degree of central state Decentralization and participation 
planning of the private sector 
7. Preference for discretionary Sound institutional framework 
process policy and formula process policy 
‘Result: macroeconomic imbalance Goal: a stable macroeconomic balance 


Source: Sangmeister (1993). 


The specific components of reforms fall into two broad categories, viz., 
(1) institutional and (2) macroeconomic and sectoral policy measures. The list 
on the institutional side includes the following (Berg 1988, 2-4): 


improving tax administration; 

overhauling the public expenditure process, including accounting 
and programming of investment; 

strengthening debt management and foreign exchange allocation; 
simplifying schemes of export controls and import licensing; 
rehabilitating public sector enterprises (PSEs), liquidation of 
nonviable PSEs and privatization of others wherever possible; 
reforming the civil service; and 

strengthening rural development agencies. 


With regard to policy, the major programs include: 


macroeconomic measures to reduce fiscal and balance of payments 
deficits by restraining public expenditure growth, creating tighter 
monetary policy, and adjusting exchange rates; 


e introduction of lower and more uniform tariff structures, and 


reduction or removal of quantitative restrictions on imports; 


general reduction of price controls; 
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e market liberalization to ensure greater roles for private trade, 
elimination of administered prices with alignment of agricultural and 
other prices more closely to world prices; 

e increase in producer prices for export crops and food; 

e reduction of subsidies on food, agricultural inputs, higher education, 
housing, petroleum products, power, and telephone; and 

e divestiture of nonstrategic PSEs; deregulation of transport, 
marketing, insurance, and other services; and free entry into 
manufacturing. 


The policies most closely associated with outward orientation are based 
on concepts of economic efficiency and competitiveness in the world market 
(Corbo, Goldstein and Khan 1987). Switching from inward to outward orien- 
tation is sometimes referred to as achieving a more “neutral” trade orienta- 
tion because an attempt is made to equalize incentives to produce for both 
domestic and foreign markets. The need for such policy reform is underlined 
by Gustav Ranis (1987, 29-30) when he states: 


Such a move should of course be aided by a change in public 4 
policies. Any orientation toward international markets on a ! 
competitive basis requires reducing protection, adopting and at 


keeping more realistic exchange rates and interest rates A 

which are closer to their shadow price, and constantly resist- ai 

ing the temptation of artificially lowering agricultural trade 

terms in the domestic market. SI 
ab 


These reform policies include both the IMF-type, short-term stabilizá- 
tion programs, and the medium-term World Bank conditionality for struc} 
tural adjustment. The stabilization programs adopted by many countries in 
the 1980s, when confronted by lack of growth, economic imbalances, and 
hyperinflation, aim at reaching price stability by such: means as cuts in 
domestic demand and preserving the country's financial stability. Orthodox 
stabilization programs follow the IMF guidelines while some governments 
prefer an unorthodox program that has been designed not only to bridge the 
fiscal gap but also to protect high-risk poverty groups with special fast dis- 
bursing programs of food assistance or small business loans. 

: er 
^01 
ü Del 

6. Some countries rejected both orthodox and unorthodox approaches and pursued stabilizatian 

programs by adopting strong price controls and fixed exchange rates to freeze imported product prices 


(Ramirez 1989, 26). nih 
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The structural adjustment programs, which can be effective only in the 
medium term, aim at reorienting the economy through better utilization of a 
country’s resources to attain increased productivity and competitiveness in 
the world economy. The underlying assumption is that clearer market 
signals would prompt a private sector response that would result in alloca- 
tive efficiency. It was felt that monetary policy would be devoted to achieving 
price stability by reducing inflation-related costs that would allow business 
to gain international competitiveness. The aim of fiscal policy, in this frame- 
work, would primarily be to offer the production sector a neutral environ- 
ment for decision making and a reduced tax burden. Hence, the fiscal policy 
focus would be on tax neutrality, reform of distortionary subsidies, and 
removal of incentives for private sector investment, together with attention 
to the fiscal deficit: the so-called level playing field approach (Bollard 1992, 
10). It was generally expected that once the economy was opened to interna- 
tional prices by trade policy reforms, world markets would dominate invest- 
ment decisions and returns, leading to marked reallocation between sectors 
(Bollard 1992).’ 

Thus the above reforms are clearly directed both to domestic and exter- 
nal sectors. In the domestic sphere, the major policy aims are: (i) reform of 
the enterprise sector to encourage private sector growth, (ii) price liberaliza- 
tion to facilitate the transition to a market economy, (iii) financial sector 
reform to ensure efficient allocation of savings, and (iv) labor market deregu- 
lation to improve its effectiveness. 

Relating to the external sector, the major policy reforms include: (i) 
reform of the foreign exchange regime (unification of exchange rates, 
devaluation, abolition of exchange control) to reduce imbalance in value of 
domestic currency; (ii) trade liberalization for “importing” competition; and 
(iii) changes in regional payment arrangements based on convertible curren- 
cies and world market prices. Measures usually involve an across-the-board 
tariff reduction, elimination of sectoral differences in effective protection, 
elimination of quantitative restrictions or replacement of.thém with tariffs, 
:ind reduction of export incentives. Moreover, reforms for trade expansion 
:also involve rationalizing the tariff schedule, tariff rebates, and tariff and 
customs administration, as well as shipping reforms. 


7. This, however, is also the reason why many countries have been slow in opening up (Bollard 
1992). 

8. Note that stabilization programs normally do not attempt to change from quotas to tariffs d to 
reduce rates of nominal or effective protection. These occur in the structural adjustment programs. ‘The 
neutral trade regime, which does not discriminate against imports, can in principle also be achieved 
through a policy mix that taxes or restricts imports and subsidizes exports. In practice, such a tax cum 
subsidy policy would be enormously complex and open to distorting political action (see. Kruggman 
1987). 
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There is an argument that domestic reform should be carried out before 
international reform because the latter is usually more time-consuming. In 
the general equilibrium frame, partial policy reform only at particular 
sectors does not necessarily lead to improvement. Macroeconomic reforms 
may not, for example, be relied upon to solve problems of structural rigidity. 
Yet, both structural and stabilization problems exist side by side, and some- 
times even the constructs of reforms cannot be clearly labeled as uniquely 
“structural” or “stabilizing.” Similarly, trade policy reforms cannot be ex- 
pected to yield results if pursued independently of other structural measures 
in the domestic sector. 

However, the perception of how closely the various measures are inter- 
related has given rise to two extremes of approach to liberalization: the “big 
bang” and the “gradual” approach. The former would try to remove existing 
restrictions on market mechanisms instantaneously and confront markets 
with sudden major price discrepancies. The latter tries to neutralize the 
regulations first, by putting in place interim compensatory interventions.’ 
The gradual approach uses partial reforms within a controlled sector, “ 
that when regulation was lifted, adjustment would already have taken place 
and no major price discontinuity would suddenly result” (Bollard 1992, 24). 
Note that the big bang does not imply that all reforms need to be taken 
simultaneously, rather it relates to the speed of adopting reform measures.’ 
In a sense, it ignores the type of sequencing and timing that has been found 
to be of utmost importance in Latin America and Asian developing countries. 

As far.as sequencing is concerned, the principles usually suggested 
include the following steps (Bollard 1992, 20): 

e Stabilize before structural reform to ensure that the government 
sector is in balance and that no sudden movement of prices will 
occur. f 

e Deregulate product and labor markets before financial ones to 
ensure that commodity rather than capital flows determine the 
real exchange rate. 

e Deregulate domestic markets before external ones to allow local 
interest rates to absorb any economic realities and to retain 
internal balance before opening up. : 


However, there is no unanimity of opinion about what indeed should be 
the best sequence and timing of Hberalization efforts (see Lindenberg 1989). 


9. UNCTAD (1993) expresses skepticism about the big bang approach and affirms that the 
countries where reforms were undertaken, “gently and in time” as in East and Southeast Asia, 
produced rapid and sustainable growth. 
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While it is widely established that a reasonably stable macroeconomic envi- 
ronment (that is, where inflation is controlled, a stable and realistic real 
exchange rate has been adopted, and a sustainable position in the balance of 
payments has been achieved) is a precondition of liberalization, there are 
some who hold the view that simultaneous efforts at stabilization and struc- 
tural adjustments are necessary. There is still greater controversy about the 
appropriate sequencing of structural adjustment policies. Anne Krueger 
(1984), for example, has argued that fewer distortions follow when a country 
liberalizes its current accounts first (imports and exports), then reduces pro- 
ducer and consumer subsidies, then liberalizes the labor market, then the 
domestic capital market, and finally, international capital transactions. 
According to Michael Michaely (1991, 120), only strong liberalization 
attempts tend to be sustained whereas weak, hesitant, or half-hearted meas- 
ures often end as premature failures. He also suggests that there is a six- 
year watershed; if a liberalization attempt survives that long, then there is a 
high possibility of its success—although such a stand cannot be supported by 
any presumptive reasoning. Because a regime of trade restrictions is self- 
reinforcing, the initial strength of a liberalization attempt is very important. 
Be that as it may, note that attempts to liberalize imports in developing 
countries must be circumscribed by their ability to export, prices of exports, 
and access to markets, as well as by the ability of capital flows to cover trade 
deficits (Ghosh 1992). Also, it has to be remembered that all liberalization 
attempts involve some adjustment costs. Since liberalization leads to reduced 
protection of manufactures, negative employment consequences should show 
up in this sector in particular. However, some recent country studies have 
come out, surprisingly, with results that the liberalization episodes do not, 
by and large, lead to significant transition costs in the form of reduced 
employment: a slight negative impact was indicated in the case of Argentina 
(1967-80), Philippines (1960-65), and Spain (1960-66, 1970-74, 1977-80) 
(Ghosh 1992)" Only in the. case of Chile (1974-81), did employment in 
manufacturing significantly decline during the liberalization period. All the 
same, whatever the extent of transition costs, it is necessary to make 
conscious attempts from the beginning to minimize the same by an 
appropriate mix of credit and fiscal policy in order that reform programs can 
run their course relatively smoothly and are least hindered by social tension 
or similar conflicts. | 








10. For an opposite view, which maintains that such programs are particularly inequitable see 
Sachs (1987). A current debate is also presented on the subject with IMF and World Bank taking one 
side while the International Labor Organisation and the United Nations International vue 
Emergency Fund take the other. 
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Finally, note that concern about the environment has also introduced 
new issues to the debate on international trade particularly with the sugges- 
tion that protection of the environment is incompatible with the current lib- 
eralization process. In industrially developed countries, for example, produc- 
ers have joined with the increasingly powerful environmental lobbies to 
frustrate trade liberalization. This will have negative implications for 
developing countries since their environmental problems are primarily pov- 
erty-related and the eradication of poverty can be facilitated by growth and 
access to industrialized country markets (Congressional Quarterly 1988). 
However, trade instruments are often counterproductive and at best may be 
an extremely blunt tool to tackle environmental issues. The more important 
thing is to ensure that countries implement policies to improve the environ- 
ment and to see that the benefits of trade liberalization accrue through the 
comparative advantages based on environmentally appropriate patterns of 
production. 


Concluding Observations 


Developing countries around the world have adopted, accelerated, and 
broadened a reform process for trade liberalization. Whether the liberalizing 
reform package will succeed or not is largely a matter of empirical investiga- 
tion, and hard evidence is sparse and insufficient. The new style adjustment 
policies date, in large part, only from the early 1980s and their effectiveness 
has to be measured against likely results from existing or alternative meas- 
ures. However, a number of empirical studies carried out thus far, although 
inconclusive, indicate that the policy reforms oriented to markets, with fewer 
price distortions, and with linkages with the outside world with liberalized 
trade have performed relatively better in recent times (World Bank 1987). In 
fact, the development of several Asian economies, particularly Japan and the 
NIEs, and more recently those in Southeast Asia, has been characterized by 
what is known as export-led growth (ADB 1990). 

The IMF's evaluation of the performance of developing countries shows 
that the differences in the stance of policies have resulted in considerable 
differences in their relative economic performance. In Africa, for example, 
the economic situation deteriorated in Cameroon, Liberia, Somalia, Sudan, 
and Zaire when authorities failed to implement stabilization policies and 
structural reforms. In contrast, in Ghana, Kenya, Nigeria, Togo, and 
Tunisia, the successful implementation of structural reforms and stabiliza- 
tion policies led to an increase in real growth. 

In Asia, during the 1980s growth has been stronger and more sustained. 
in the People’s Republic of China; Hong Kong; Indonesia; the Republic of 
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Korea; Malaysia; Singapore; Taipei,China; and Thailand in part due to their 
adherence to market-oriented reforms and in part due to prevailing macro- 
economic stability and adoption of outward-oriented policies that encourage 
export growth. Fiscal consolidation and market-oriented reforms are being 
implemented in Bangladesh, Pakistan, Nepal, India, and Sri Lanka where 
significant progress has been made toward trade liberalization. 

In many of the developing countries of the Western Hemisphere, par- 
ticularly Bolivia, Chile, and Mexico, reforms have been far-reaching. 

In Eastern Europe, many countries introduced external sector liberali- 
zation measures as part of a comprehensive reform effort comprising all 
sectors of the economy. The reform involved a gradual dismantling of the 
state monopoly of foreign trade, unification of exchange rates, and estab- 
lishment of linkages between domestic and foreign prices of traded goods. In 
the late 1980s, several countries established foreign exchange retention 
schemes that allowed exporters to keep a certain percentage of their foreign 
currency earnings, and introduced foreign exchange auctions. Moreover, 
licensing requirements for certain classes of imported and exported goods 
were effectively removed. However, since these measures were not accompa- 
nied by far-reaching domestic reforms, the countries could not fully benefit 
from the degree of external liberalization that was achieved. 

The various success stories associated with policy reforms have natu- 
rally prompted a large and growing number of economists to suggest that 
developing countries should liberalize their economies to achieve rapid eco- 
nomic development via export-led growth.” Obviously, however, the benefits 
that these countries could gain would be significantly higher if their liberali- 
zation attempts were accompanied by improved access into the markets of 
industrialized countries. Already, there are complaints that the liberalized 
trade of developing countries when pitted against the restrictive trade prac- 
tices of industrial nations will neither promote trade nor growth in the 
former group.” 

To conclude, it must be remembered that trade policy is only one of a 
wide range of policies and it is only the judicious combination of various 
reform measures that may help trade promotion in the developing countries. 
Moreover, no single prescription may be equally effective in all of them. As 
Panic (1990, 2, 3, 33) writes: “there is no such thing in practice as a unique, 
optimum trade policy applicable at all times and places, for the simple reason 


11. For a list of references see Fields (1988). 

12 The “imposition” of liberalization measures on developing countries by different quarters, 
while relative protection in developed countries is being increased, is looked upon with considerable 
suspicion by some economists as leading to a situation where long-term global economic welfare could 
be retarded. See, for example, Panic (1990). 
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that economic conditions differ, often markedly, from country to country. . . 
“trade policy, like all policies, is formulated not in a vacuum but in response 
to specific problems. As a result, if the problems confronting two or more 
countries differ, their policies will also have to differ. . . . All this means that 
international organizations and governments should beware of indiscrimi- 
nate liberalization and harmonization of national trade policies." Depending 
on each individual case and its unique features, the sequence, pace, and mix 
of reform programs should be determined in a pragmatic manner. Just as 
policy reforms are a practical response to problems, so also the specificity of 
individual countries should dictate that the policy mix is determined prag- 
matically. 
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Intraregional Trade in the 
Asian and Pacific Region 
P.J. Lloyd 





Abstract. This paper examines trends in intraregional trade of the Asian and Pacific 
countries in the context of global trends. Trade in the Asian region hes grown more rapidly 
than trade in any other region of the world economy. A constant-market-share analysis 
reveals that this is partly due to the concentration of Asian exports or. manufactures, which 
are the fastest growing component of goods trade, but primarily due to the increase in the 
market share for goods exported from Asian countries. The growth in intra-Asian trade is 
primarily explicable in terms of the rapid rate of total trade of the East Asian region rather 
than being a structural change. Intra-Asian trade has also been increased by the unilateral 
reduction in trade barriers by many Asian countries and the rapid expansion of intra-Asian 
direct foreign investment. Despite the expansion in intraregional trade, East Asia is much 
less integrated than the European Union or North America in terms of the convergence of 
factor and goods prices and the degree of uniformity of policy. 





n recent years, much more attention has been paid to the regions of the 

world economy. This is due primarily to two widely held perceptions. 

The first is that the growth of regional trade arrangements (RTAs) has 
increased discrimination against outside countries and pases a threat to the 
multilateral trading system. The second is that the multilateral General 
Agreement on Tariffs and Trade (GATT) reduction in barriers to interna- 
tional trade in goods and services, which has been ongoing for 40 years, has 
lost its momentum. The number of new agreements has increased with the 
initialing of the North American Free Trade Agreement (NAFTA) in 
December 1992; the completion of the European Communities’ Internal 
Market in December 1992; the signing of the Treaty on European Union (the 
Maastricht Treaty) in February 1992; the agreement at the ASEAN 
(Association of Southeast Asian Nations) Summit in January 1992 to estab- 
lish the ASEAN Free Trade Area (AFTA); and other subsequent agreements 
in the Americas. Some of the newer agreements have liberalized regional 
flows of investment and labor as well as commodity trade; and have harmo- 
nized taxes and business laws, leading toward the integration of national 
economies into regional economies. 


Peter J. Lloyd is Director, Asian Business Centre, The University of SES The author is indebted to 
Diana Elias and Luke Rattigan for research assistance. 
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A number of studies have recently examined the empirical question of 
whether these trends in policy have caused world patterns of commodity 
trade to become more regionalized (GATT 1991; World Bank 1991, chapter 5; 
Lloyd 1992; Anderson and Norheim 1993; Norheim, Finger, and Anderson 
1993). The answer to this question is less evident than it first appears. In the 
first place, the trend in trade policies is itself not clear. There have been a 
number of rounds of multilateral reductions in trade barriers and many 
countries have unilaterally reduced trade barriers vis-a-vis all other coun- 
tries over the same period as the regional trading arrangements have devel- 
oped. Only a handful of countries, the United States, Australia, and New 
Zealand, have time series of measures of the national barriers to trade due to 
tariffs and nontariff measures vis-a-vis third countries: There are no meas- 
ures of the magnitudes of the preference margins given to members of the 
RTAs except for those regions that have completed free regional trade and 
have, therefore, preferences that are 100 per cent of the barriers to outside 
countries [only the European Communities (EC) and the Closer Economic 
Relations Agreement between Australia and New Zealand have achieved free 
regional trade for goods]. We cannot, therefore, measure directly the trends 
of regional discrimination in world trade and compare them with trends in 
trade barriers vis-a-vis third countries. uj 

The empirical studies have looked at the data of actual trade flows to see 
if a higher proportion of world trade is now occurring among the members of 
regional trading arrangements. There is only weak evidence that the intra‘ 
regional share of world trade, outside of trade in agricultural commoditiés; 
has increased. Moreover, observed increases in the intraregional shares of 
world trade are not necessarily attributable to the effects of regional dist! 
crimination. Lloyd (1992) showed that much of the observed changes ine 
intraregional shares are due merely to the increase in the geographic scope 
of RTAs as new members join. For a given set of members, the changes iñ! 
intraregional trade shares over time are affected by all factors that deter- 
mine trade patterns. GATT (1990) found that a major factor explaining the 
changes was the effect of the reduced share of world trade in oil and fuels’ 
and other primary products due to the falling relative prices of these prod“ 
ucts. The fall in relative prices has decreased the share of world trade. 
accounted for by this commodity group and most of this trade is between 
regions. When the Middle East and Africa are excluded from the shares of! 
trade, interregional trade has expanded faster than intraregional trade, 
Finally, with prices and all trade barriers remaining unchanged, differences? 
in the rate of growth of the volumes of goods traded may also change the’ 
intraregional shares of world trade. 
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Nevertheless, the number of RTAs and the countries that are members 
of them, and the commodities and the instruments covered by the regional 
free trade provisions have continued to increase steadily [de la Torre and 
Kelly (1992) review the arrangements and their features]. There are con- 
cerns that the further expansion of NAFTA, the EC, and other RTAs may 
pose a major threat to the exports of countries outside of these arrange- 
ments. It is important to examine the trends in the intraregional trade of the 
Asian and Pacific countries in the context of these global trends. . 


The Asian and Pacific Region 


Just as the definition of the "regions" in the world economy is unclear, 
this also applies to the Asian and Pacific region. The reason is that there is 
no generally accepted concept of a region’ and economists in different coun- 
tries and organizations tend to use different groupings. 

. "The countries of the Asian and Pacific region border ihe Pacific, that is, 
they are the Pacific Rim countries. This grouping includes the Northeast and 
Southeast Asian countries, and the United States, Canada, Australia, and 
New Zealand. On the basis of the physical region, it should also include all of 
the Middle and Latin American countries on the Pacific Rim, but this sub- 
group is usually omitted on the grounds that these countries are not well 
integrated into the region and have rather different trade patterns. Simi- 
larly, Russia (or the former Soviet Union) is omitted because it spans the 
Eurasian continent and its orientation is towards Europe. Japan is some- 
times now excluded from the Asian region because it is an advanced indus- 
trial market economy; but it is the leading economy of the Asian region and 
shares much in common with the Asian newly industrializing countries 

' (NICs) and members of the Association of Southeast Asian Nations (ASEAN) 
in;terms of its trading patterns and experiences and must be included in any 
analysis of Asian and intra-Asian trade. 

4: The term "Asian and Pacific" indicates that it consists of two subregions 
with different characteristics, that is, the Asian subregion and the Pacific 
subregion. South Asia (the Indian subcontinent) and the Central Asian 


^'*- 1; Krugman (1991) recently put forward the notion of “natural trading blocs." In his formulation, 
this is an area in which there are low intra-area transport costs and therefore the proportion of intra- 
area trade is relatively high. However, transport costs are only one determinant of trade and the 
definition in terms of high intra-area trade proportions leads to groupings that are very different 
because of the importance of historical preferences and trade ties, and complementarities in terms of 
resource endowments, which change rapidly over time. 
However defined, natural trading blocs might cover parts of large countries and neighboring 
countries. For example, there is increasing attention to the South China region or the Chinese 
Economic Area comprising the coastal provinces of South China; Hong Kong; and Taipei,China. . . 
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republics of the former Soviet Union are a part of the geographic area but 
they too have rather different historical ties and trade patterns than the 
East Asian countries. 

The Asian region is defined here in two ways. First, there is a broad 
definition in terms of the countries of South and East Asia. This covers the 
whole geographic area and coincides with the membership of regional 
organizations such as the Asian Development Bank (ADB) and the Economic 
and Social Commission for Asia and the Pacific (ESCAP), if one takes out the 
Pacific Islands, which account for a tiny fraction of the trade and have very 
different trading patterns, and the developed countries of Australia and New 
Zealand. But the members of these organizations are diverse in terms of 
their trading patterns and other economic characteristics. 

For some analyses it is more useful to concentrate upon the Northeast 
Asian countries of Japan; Hong Kong; Republic of Korea; Taipei,China; and 
Peoples' Republic of China (PRC); and the Southeast Asian countries of the 
ASEAN bloc. The countries in this East Asian subregion have more common 
characteristics; they are the leading and most rapidly growing markets, and 
several of them are suppliers of capital and technology to other countries in 
the region. They are the core countries of the geographic area. Other Asian 
countries on the periphery of this East Asian subregion are increasingly 
opening their economies to international trade and linking their economies 
to this subregion by means of trading and investment agreements and other 
links. The set of Asian countries that have a record of rapid economic growth 
and resemble each other in their trading patterns has been expanding. 

The Pacific countries are taken to be the four English-speaking Pacific 
countries: the United States, Canada, Australia, and New Zealand. They are 
the main trading partners of the Asian countries in the Pacific Rim. How- 
ever, their national trading patterns differ from those of the Asian subregion. 

The countries of the Asian and Pacific region so defined have, therefore, 
closer trading links, especially if the narrow definition of East Asia is used.” 
They have also been the focus of proposals for trade and aid cooperation in 
the Asian and Pacific region as a whole. However, at times the definition of 
Asia has been preempted by the definitions used in different databases. 


Trade Characteristics of the Asian Subregion. The most obvious, 
and most important, trade characteristic of the Asian subregion is that it is 


2. The narrow definition of the Asian and Pacific region coincides with the grouping of countries 
in the Asia-Pacific Economic Cooperation (APEC) group but the countries of the Asian region were not 
selected on this basis. Rather, the formation of APEC itself represents a feeling of common interests 
among its members and a desire to explore these interests collectively. 
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the region of the world economy that has experienced the most rapid growth 
in terms of the value of international trade. 

GATT (1993, section II) showed that over the period 1980 to 1991 the 
rate of growth in the value of merchandise exports and imports of Asia was 
9.6 and 8.1 per cent respectively compared to the world average of close to 
5.5 per cent for both exports and imports. This made Asia the region with the 
most rapid rate of growth of the seven regions identified by GATT.’ 

One should consider trade in services as well as merchandise trade as 
there is no reason to distinguish between services and goods generally. 
Unfortunately, there is no international agreement on the definition of 
traded services and the only source of comparable data is balance of pay- 
ments statistics. GATT (1992a, tables 1.1, A.8, and A.9) has collated the bal- 
ance of payments data on commercial services. The data show that trade in 
commercial services was 21 per cent of the value of world trade in goods and 
services in 1991 and, over the decade of 1980-1990, this trade grew at 7.5 per 
cent per annum, faster than the rate of growth of merchandise trade (5.5 per 
cent). The broader Asian region increased its share of world trade in com- 
mercial services from 12.3 per cent in 1980 to 16.7 per cent in 1991 (GATT 
1993, table A.5). Thus, the Asian region is less important as a trader of serv- 
ices than as a trader of merchandise and it has been increasing its share of 
world trade less rapidly in the service trade. This factor by itself implies that 
the phenomenal growth of Asian trade in merchandise overstates, a little, its 
performance in total world trade in goods and services. 

The merchandise trade growth performance of East Asia, as defined 
more narrowly above, is even more impressive. Hong Kong; Republic of 
Korea; Taipei China; Singapore; Thailand; PRC; and Macau, all registered 
average rates of growth for the value of both export and import trade of over 
10 per cent per annum over the 11 years to 1991. By contrast, the only other 
countries in the other six GATT regions to register average growth rates of 
exports over 10 per cent were Ireland, Spain, and Portugal. 

As a consequence of the rapid growth in the value of the regional 
exports and imports, the shares of Asia, broadly defined, in world merchan- 
dise exports and imports have risen sharply. Their share of the world total 
exports rose from 15.9 per cent in 1980 to 25.3 per cent in 1991. Their share 


3. The GATT definition of Asia is the broad definition of Asia including South Asia and Pacific 
Islands, Australia and New Zealand, as well as the East Asian countries. 

One would like to exclude Australia, New Zealand, and the Pacific Islands but this cannot be 
done from published data for many of the series and, therefore, they have been left in the Asian region 
for consistency. In any case, they accounted for only 8 per cent of the total trade of the Asian region in 
1991. 

4. Spain and Portugal benefited from accession to the EC in 1986, and Ireland from the 
expansion of the Common Agricultural Policy over the period. 
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of imports rose from 17 per cent in 1980 to 21.5 per cent in 1991. (The pro- 
portion of Asian trade in world trade is understated because of the non- 
reporting of trade between PRC, on the one hand, and the Republic of Korea 
and Taipei,China, on the other, and the trade between Singapore and 
Indonesia, as well as smuggling between many Asian countries. These omis- 
sions have probably understated the rate of growth of trade over time as the 
unreported trade involves countries that have had exceptionally fast 
growth.) 

The rate of growth of the volumes of international trade has also ex- 
ceeded 10 per cent in the fast export growth Asian economies, as little of it 
was due to the effects of inflation in the prices of their traded commodities. 
(See GATT 1993, table II.38.) 

This very rapid rate of growth of the volume of international trade is 
closely linked to the very rapid rate of growth of real output in these econo- 
mies. The Asian region, broadly defined, has also been the most rapidly 
growing region in the world in terms of real output. This growth rate has 
caused the Asian share of gross world product to increase over the 11 years 
from 1979 to 1990 from 19.4 per cent to 24.7 per cent (Norheim, Finger, and 
Anderson 1998, table A.8). Again, the most rapid rates of growth of real out- 
put in the broad region have been registered by Hong Kong; Republic of 
Korea; Taipei,China; PRC; and the ASEAN countries (except the Philip- 
pines), plus Pakistan and Bhutan, all of which grew at an average annual 
rate of 5.5 per cent or more over the decade (World Bank 1992b, table 2). 
Rapid growth has spread to more countries in the region and the average for 
the region has been accelerating, even during the current recession of the 
world economy; for 1993, the Asian Development Bank (1993, table A.1) has 
predicted the real aggregate output of the whole Asian region will increase: 
by 6.8 per cent, compared to the prediction of around 3 per cent for the 
member countries of the Organisation for Economic Co-operation and 
Development (OECD). The question of whether these high rates of growth of 
real output are export-led or whether the rapid rate of growth of real output 
and real exports are due to common factors is beyond the scope of the 
present paper. 

Looking at the commodity composition of merchandise trade, the out- 
standing characteristic of the trade of the Asian region is the dominance of 
trade in manufactures. In 1991, 72 per cent of the world merchandise export. 
(and import) trade by value was trade in manufactures’ (GATT 1993, tablei 
1.2). For the Asian region, broadly defined, 81 per cent of the exports was 

"m 


5. “Total Manufactures” are defined by GATT as SITC Sections 5, 6, 7, 8 minus Division 68 and 
Group 891. 
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manufactures—this was the highest of the seven GATT regions of the wot 
economy. For Japan; Hong Kong; Taipei,China; and Republic of Korea, the 
share of manufactures was over 90 per cent. These countries are the only 
members of what we might call the 90 Plus Club in the world. The share of 
manufactures is much lower in the traditional major industrial producers of 
Europe and North America than it is in the Asian region as a whole: the 
United States, 75 per cent; the former Federal Republic of Germany, 74 per 
cent; the United Kingdom, 75 per cent; and France, 74 per cent (GATT 1993, 
appendix tables). Outside the East Asian subregion, there are several coun- 
tries in which the share of manufactures is less than 50 per cent: 
Afghanistan, Viet Nam, Sri Lanka, and the Pacific Islands. (See also Asian 
Development Bank 1992b, table 35). 

Imports of manufactures for the Asian region comprise 64 per cent of 
the merchandise imports. While this is less than the world average, it is still 
large for countries that are exporters of manufactures. 

Over the last two decades, there has been significant freeing of trade in 
the Asian region. GATT (1992b, appendix table) provides a list of 63 coun- 
tries that have undertaken unilateral reductions in protection vis-a-vis all 
trading partners since the start of the Uruguay Round in 1986. Nine of these 
are in East Asia and four in South Asia. The East Asian countries are Japan, 
Republic of Korea, PRC, Macau, Indonesia, Thailand, Philippines, Malaysia, 
and Singapore. The South Asian countries are Bangladesh, India, Pakistan, 
and Sri Lanka. In addition, Japan has taken measures to free trade in cer- 
tain commodities after bilateral negotiations with the United States; for 
example, the 1988 US-Australia-Japan beef negotiations and the 1990 
Structural Impediments Initiative. Many of the reductions in Asian countries 
have been substantial. By comparison the nondiscriminatory reductions in 
the EC and the United States have been much less comprehensive. At the 
multilateral level, the East Asian countries have been strong advocates of 
global reductions in trade barriers (Young 1993). Another notable feature of 
the trade of Asia is that the rate of growth of the value of exports over the 
last 11 years has exceeded that of imports by almost 1.5 per cent per annum. 
This has caused a rapid increase in the surpluses or a reduction in the defi- 
cits on the current account of the balance of payments. During the 19808, 
Taipei,China and Singapore switched from having persistent current account 
deficit to having persistent current account surplus; Republic of Korea has 
had large surpluses in some years; and, in 1990, PRC also became a surplus 
country. These trends have important implications for investment flows and 
transfers of technology in the region. 
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Trade Characteristics of the Pacific Subregion. The four devel- 
oped Pacific countries have a substantial degree of similarity in their trading 
patterns but these are very different from those of the Asian subregion. 
Indeed the trading patterns are almost the reverse of the Asian subregion. 
For all four countries, the rate of growth of the value of exports of merchan- 
dise has been less than the Asian subregion, although the export trade of the 
United States and Canada has grown slightly more rapidly than that of the 
world as a whole. Consequently, the US share of world merchandise exports 
rose from 11.1 per cent in 1980 to 12 per cent in 1991; that of Canada rose 
from 3.3 per cent to 3.6 per cent; and that of Australia was stationary at 1.2 
per cent. 

Canada, Australia, and New Zealand have been traditional capital 
importers, but the magnitudes of their current account deficits have grown 
because the rate of growth of imports has exceeded that of exports. The 
United States moved from a current account surplus economy to a deficit 
economy in 1983. 

The commodity composition of both exports and imports of these 
countries is also very different from that of the Asian subregion. 
Manufactures comprised 75 per cent of total merchandise exports for 1991 in 
the United States, 81 per cent in Canada, but only 21 and 30 per cent in 
Australia and New Zealand, respectively.’ 

In all four countries the percentages of manufactures in total dean: 
dise is below what they would otherwise be because these countries are 
resource-rich and major exporters of many resource-intensive agricultural 
and mineral products. In Australia and New Zealand, the share of manufac- 
tures in total merchandise exports has in the past also been depressed by 
heavy protection of import-competing manufacturing industries. This has 
served to increase the share of manufactures in the total real output of the 
countries but to decrease their share of exports as the burden of high rates-of 
assistance to inefficient import-competing manufacturers falls partly on effi- 
cient manufacturers. In both countries, the share of manufactures in totàl 
exports has increased sharply since tariff and nontariff barriers to trade 
were reduced in the 1980s. Over the last decade, Australia and New Zealand 
have unilaterally lowered their trade barriers vis-a-vis the rest of the world 
more rapidly than other countries. 


6. These percentages have been calculated from the trade statistics compiled by Australia and 
New Zealand. The Australian and New Zealand statistics relate to the years 1991-92 and 1989-90, 
respectively. 
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Sources of the Growth of Asian Exports 


As the rate of growth of exports of all commodities by the countries in 
Asia has exceeded the rate of growth of total world export trade by a wide 
margin, it is important to understand the reasons for this outstanding per- 
formance. The difference between the rates of growth of Asian exports and 
that of world exports can be decomposed into three components, using the 
methods developed by constant-market-share analysis (see Leamer and 
Stern 1970, chapter 7). The exports of a country, or in this case a group of 
countries, may grow more rapidly than the world average for three reasons: 
(1) its exports may be more concentrated in commodities for which the world 
trade has grown relatively rapidly; (2) its exports may be concentrated in 
countries whose imports have grown relatively rapidly; and (3) it may have 
increased its share of imports of commodities in individual country markets. 
The method of decomposition used here is described in the Appendix. This 
permits us to explain the share of each of these three sources in interpreting 
the difference between the export performance of a country or group of coun- 
tries, and that of the world economy as a whole. 

This decomposition provides a very useful descriptive summary of the 
Asian performance. For example, in the light of the observation in the previ- 
ous section that Asian trade is concentrated disproportionately in trade in 
manufactures and the further observation that world trade in manufactures 
has grown over the same 11 year period by 7.9 per cent per annum on aver- 
age compared to a rate of 5.1 per cent for all merchandise trade (GATT 1993, 
table III.1), one suspects that a large part of this Asian experience may be 
explained by its high concentration on trade in manufactures. 

A decomposition of the export growth performance is carried out for a 
sample of three individual Asian countries: Republic of Korea, PRC, and 
Indonesia (Table 1). The export destinations of the country or group of coun- 
tries were divided into five countries or country groups—the United States, 
Eàst Asia, industrial advanced economies excluding the United States and 
Japan (chiefly the EC), Japan, and the rest of the world—because these were 
(an that order) the principal destinations of the exports of Asia in 1991. The 
trade statistics are taken from the UN Statistical Office Commodity Trade 
database. The commodities are grouped into three groups: agricultural prod- 
ucts, mining products, and manufactures in order to determine the impor: 
tance of specialization in exports of manufactures vis-a-vis nonmanufac- 
tures.’ 


7. The database uses revision 1 of the SITC. Manufactures are defined as Sections 5, 6, 7, 8, and 
9 minus Division 68. ' 
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Table 1: Decomposition of the Growth of Exports, 1980-1991 





Republic People’s Rep. 
of Korea of China Indonesia 





Exports in 1991 (US$, thousands) 71,672,250 104,937,689 28,997,165 


Exports in 1980 (US$, thousands) 17,445,813 17,480,626 21,908,390 
Percentage growth in exports 310.8 500.3 32.4 
Percentage growth in world exports 74.2 74.2 74.2 
Difference to be explained +236.6 +426.1 —41.8 
Percentage components due to: 
Commodity composition +19.8 -1.2 —184.6 
Country composition +20.8 +9.9 +21.4 
Increased market share +59.4 +91.2 +63.19 


The Republic of Korea’s export performance, in broad terms, is typical of 
that of industrialized countries of East Asia. Over the period 1980 to 1991, 
its exports grew by 311 per cent, which is 237 per cent in excess of the world 
average export growth for the period. Of this excess, 20 per cent is explained 
by the commodity composition effect, which is a reflection of the fact that its 
exports in 1980 were a little more concentrated, at the beginning of the 
period, in the fastest growing commodity group. Another 21 per cent of the 
excess is due to the concentration of its exports on the faster growing 
markets. The largest part of the explanation is that the Republic of Korea 
greatly increased its share of imports in the markets to which it exported its 
commodities. 

Exports from the PRC grew by a phenomenal 500 per cent over the 
same period. This was 426 per cent in excess of the rate of growth of world 
exports. The commodity composition effect is negative but very small as the 
PRC’s export bundle at the beginning of the period was not very different 
from that of the world as a whole. (But by the end of the period, it had moved 
to an above average concentration on exports of manufactures—manufac- 
tures were 83 per cent.) The country composition effect accounted for 20 per 
cent of the excess but, in the case of the PRC, by far the largest part of the 
explanation is the huge increase in its market share for its exports. 
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Indonesia's experience is very different and more typical of the experi- 
ence of primary product exporters. The value of its exports grew less slowly 
than those of the world as a whole. This is explained by the importance of 
exports of petroleum and petroleum products whose prices fell over the 
period. The commodity composition effect yielded a contribution of 184.6 per 
cent of the fall. The country composition effect and the increase in its market 
share were significant but they only partially offset the large commodity 
composition effect. This decomposition of the growth of exports is purely sta- 
tistical and does not explain the causes of the change in terms of the changes 
in prices, volumes, or the development of new products or other factors that 
lead to changes in the value of exports. Nevertheless, it gives a systematic 
description of the nature of the changes, which is very helpful. 

Perhaps the most important result is that in all three cases there was a 
large, or very large, increase in the share of the world markets for the export 
commodities. This factor even applies to a country such as Indonesia, which 
is a large exporter of primary products. No doubt the same results would 
apply to other countries in East Asia and to most countries in Asia as a 
whole. This increasing competitiveness in terms of the import market shares 
is a fundamental characteristic of the region. Of course for the world as a 
whole, the change in market shares must be zero. The increased competi- 
tiveness of Asian countries has displaced other exporters from these markets 
in terms of their shares of imports. 

This analysis could be extended. Commodity markets in all countries 
include the domestic supplies to the markets as well as imports. It would be 
of interest to examine the changes in the market shares, including the 
domestic supplies, in the importing countries. It is import penetration into 
these markets, rather than the share of imports, that concerns domestic pro- 
ducers and governments. This requires measurement of the total sales in 
these markets, which is generally not available. One approximation of the 
market is to calculate apparent consumption, that is, the sum of domestic 
production plus the net balance of imports minus exports. This has been 
done for some commodity groups. For example, the studies in Anderson 
(1992) show that the East Asian countries have greatly increased their 
shares of the final sales of clothing and textile products in industrial market 
economies. The process of increased penetration of the world markets in 
textiles and clothing began in Japan, then spread to other industrializing 
East Asian countries, and then to PRC and other Asian countries in the mid- 
1980s. This product group is typical of the experience of East Asia in exports 
of manufactures. East Asian countries have been steadily increasing their 
shares of apparent consumption in industrial market economies for manufac- 
tures (Anderson 1992, appendix tables A1.1-A1.7). 
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Intraregional Merchandise Trade 


GATT statistics show that intra-Asian merchandise trade has been 
growing more rapidly than Asian total trade; intra-Asian trade grew by an 
average of 10.5 per cent per annum over the decade of the 1980s. 
Consequently, intra-Asian trade as a share of total Asian trade has been 
increasing steadily. In 1986, the intra-Asian share of total imports into the 
region was 48.4 per cent and, by 1991, this had increased to 54.9 per cent. 
Similarly, the intra-Asian share of total Asian exports increased from 37 per 
cent in 1986 to 46.7 per cent in 1991 (GATT 1993, table A2). This share of 
the intraregional exports in the total exports of the region is now higher 
than any of the other six GATT regions except Western Europe (72.4 per 
cent). This high and rapidly rising share is one of the features of Asian trade. 

A review of the United Nations Statistical Office Commodity Trade 
database (see Appendix Table 1) indicates a number of features with regard 
to intra-Asian trade flows. In order, the largest intra-Asian bilateral trade 
flows are PRC to Hong Kong; Japan to the Republic of Korea; Japan to 
Taipei,China; Japan to Hong Kong; PRC to Japan; Republic of Korea to 
Japan; Japan to Singapore; and Indonesia to Japan. All of these exceeded 
US$10 billion. A number of the flows exceeded US$5 billion. In order, these 
are Taipei,China to Japan; Singapore to Malaysia; Japan to PRC; Malaysia 
to Singapore; Japan to Malaysia; Hong Kong to PRC; Japan to Indonesia; 
Malaysia to Japan; Thailand to Japan; and Singapore to Japan. All of these 
large flows involve an East Asian country both as the exporter and importer. 
(The importance of intra-East Asian trade would be greater if the unreported 
flows involving PRC and Singapore were known.) Intra-Asian flows involy- 
ing South Asian countries are small, in part because the value of their inter 
national trade is much smaller than that of the industrialized East Asian 
countries and in part because these countries have a much lower proportion 
of their trade directed towards other countries in the Asian region. The latter 
is due to the higher barriers to trade between South Asian countries and the 
lesser importance of trade in manufactures in these countries. 20 

Another feature is the large two-way flows between the East Asian 
countries. Several pairs of East Asian countries had flows in both directiotis 
that were in excess of US$5 billion: PRC - Hong Kong; PRC - Japan; Japari!t 
Taipei,China; Japan - Republic of Korea; Japan - Singapore. In view of tlie 
importance of the countries of East Asia in the total trade of Asia, the 
(export) trade matrix for East Asia in 1991 is reported in Appendix Table 2. 

'These aspects immediately show the importance of Japan in intra-Asian 
trade, both as an exporter and importer. Indeed, as an exporter or importer, 
Japan accounts for 53.8 per cent of total intra-East Asian trade in 1991. +29 
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The largest single bilateral flow is the exports from PRC to Hong Kong, 
US$38 billion in 1991.° Hong Kong has regained its former role as an inter- 
mediary for PRC exports as PRC trade has been liberalized after the 
introduction of the open door policy in 1979 (Sung 1991b). Much of these 
exports from PRC via Hong Kong, and much of the total of Hong Kong 
exports, represent goods made in PRC that are shipped through Hong Kong 
to third countries with minor transformation of the PRC manufactures. 
These are called re-exports (but they do not include goods that are trans- 
shipped without clearing Hong Kong customs). GATT has provided a break- 
down of the Hong Kong trade between domestic exports and re-exports 
(GATT 1998, table A18). In 1991, of the total exports from: Hong Kong of 
US$98.7 billion, US$68.9 billion or 70 per cent were re-exports. Most of these 
Hong Kong re-exports are of goods from PRC, although there is a small 
amount of re-exports of goods originating in other countries. Re-exports were 
almost all manufactures (US$62.7 billion) of which clothing, machinery and 
transport equipment, and office telecommunication equipment were the 
main categories. Asia, including Japan (US$35.8 billion), North America 
(US$15.4 billion) and Western Europe (US$12.9 billion) were the major mar- 
kets for these re-exports. Even from the point of view of PRC, this trade is 
large. According to Jones, King, and Klein (1993, 119), these Hong Kong re- 
exports accounted for 36 per cent of PRC's total exports in 1990 (compared to 
only 6 per cent in 1977). 

Much of the domestic exports from Hong Kong were goods that incorpo- 
rated materials or manufactures from PRC but were subject to more substan- 
tial transformation and are, therefore, not classified as re-exports. There is a 
-continuum along which the value added by Hong Kong to goods that incor- 
porate materials or components from PRC ranges from close to zero to almost 
400 per cent. The distinction between re-exports that contain only a small 
walue added and "domestic exports" that contain a much larger Hong Kong 
yalue added is arbitrary. All are re-exports in a broader sense and all show 
the importance of chains of value-adding processes such that the final prod- 
ucts have value added in two or more countries. 
nei- If intra-East Asian trade is cross-classified by the three main product 
groups—agriculture, manufacturing, and mining—then 1991 trade data 
indicate that 78 per cent of intra-East Asian trade is trade in manufactures. 
or Japan 95 per cent of its exports to East Asia are manufactured goods. 
or: 


Dë, 

. 8. Trade between PRC and Hong Kong is underreported because of smuggling. Sung (1991a, 5) 
estimated the value of goods smuggled from Hong Kong to the mainland in 1990 at US$7 billion or 13 
per cent of PRC’s total imports. 
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Comparing the export trade matrix for East Asia in 1980 with that in 
1990 (see Appendix Table 3), one sees that the growth in intra-Asian trade 
has taken place across the board. [Trade between PRC and Taipei,China, 
and between PRC and the Republic of Korea is known to have increased very 
rapidly but it is not reported. Jones, King, and Klein (1993, 123) estimate 
that trade between PRC and Taipei,China was US$7.4 billion in 1992 com- 
pared to less than US$50 million in 1978. Therefore, the rate of growth of 
intra-Asian trade is significantly understated.] The total exports of each of 
the 11 countries to other East Asian countries (and to the larger group of 
Asian countries) have all increased and almost all of the individual cells in 
this matrix, which represent bilateral trade flows, have increased-—in most 
cases quite substantially. The driving force of this increase in intra-Asian 
trade has been trade in manufactures, more than 50 per cent of this involv- 
ing Japan as a trading partner. 

The same factors that explain the rapid rate of growth of the total trade 
of East Asia must explain the rapid growth of intra-East Asian trade since 
the latter is a component of total trade. Indeed, we can apply the same three 
factors as were used earlier in this paper to explain the high rate of growth 
of the total exports since the increase in the share of intraregional trade 
occurs because the rate of growth of intraregional trade is faster than the 
increase in trade to other regions. There is a country and a commodity com- 
position effect and a competitiveness effect in the growth of the share of 
intraregional trade. 

' First, with no change in trade policies or in the prices of traded com- 
. Inodities, the increase in the value (and volume) of trade of a region that is 
growing more rapidly than the rest of the world would increase the share of 
intraregional trade for the rapidly growing region. The country composition 
effect has certainly worked to increase the intraregional share of trade. 

Second, one may hypothesize that the increase is due in part to the con- 
centration of trade on manufactures, which has increased during this period. 
However, the share of total East Asian exports of manufactures that goes to 
other East Asian countries is less than the share of their exports of both 
agriculture and mining products, both in 1980 and 1991. Hence, the com- 
modity composition effect has not promoted intra-Asian trade: 

The third component is the competitiveness effect, that is, the incredse 
in the East Asian share of each of the markets in East: Asid, where a market 
is the total imports of a commodity group into a country (or group of coun- 
tries). This increase in market shares might be due to growing regional pref- 
erences in trade and other government policies. _ I 


t 
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The Asia Style of Regional Agreements 


The remarkable feature of the Asian region in general, and the East 
Asian region in particular, is that it is the least regionalized part of the 
world in the sense of customs unions and free trade areas, as approved under 
Article 24 of GATT. These regional trading arrangements discriminate in 
commodity trade flows and therefore tend to increase the intra-area share of 
trade compared to what it would be in their absence. In East Asia, ASEAN 
remains the only regional trading arrangement and there is none in the 
South Asia subregion. While there has been intense discussion of the 
Malaysian proposal for an East Asian Economic Caucus and the Australian- 
led proposal for an Asia-Pacific Economic Cooperation forum as well as other 
proposals for bilateral or trilateral trade links in South Asia and Melanesia, 
to date, no trade preference arrangements have resulted from these discus- 
sions. By contrast, there have been many arrangements in Europe, North 
America, Latin America and the Caribbean, and Africa and the major 
agreements such as the EC, European Free Trade Agreement (EFTA), and 
the Canada-U.S. Trade Agreement (CUSTA) have progressed much further 
towards integrating the national economies. 

However, there has been substantial movement towards freer trade ona 
local or subregional basis in the East Asian region outside the conventional 
GATT-approved customs unions and free trade areas. This has taken several 
forms including export processing zones, growth triangles and bilateral or 
multilateral trade and investment arrangements. 

Many developing and semi-industrialized countries have set aside 
special areas or zones within their customs borders to encourage exports 
(World Bank 1992a). These zones are known variously as free trade zones, 
tax free zones, and economic zones but they are most commonly known as 
Export Processing Zones. They are industrial estates that provide a number 
of tax advantages to activities located within these enclaves, including, 
-almost universally, duty free entry of imports of raw materials and fre- 
quently, company income tax holidays, streamlined government administra- 
Don, and improved and subsidized infrastructure facilities. Most are located 
in port areas or islands to facilitate international transport of the imported 
intermediate inputs and exports. They are confined almost exclusively to 
trade in manufactures, principally light manufactures such as electronics 
assembly, clothing and textiles, and the assembly of electrical and electronic 
goods, although trade in some services also occurs. 

These zones began in the 1970s in Asia, largely following Japan's 
relaxation of its investment abroad, as a way of attracting foreign 
investment and technology transfers to take advantage of the low labor costs 
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in these countries and to boost exports of manufactures. They spread 
throughout Asia and the Pacific island countries and also to several Latin 
American and Caribbean countries and some countries in Africa. There are 
now 30 in PRC alone. Indeed, Asia is the region in which this form of 
organization has been concentrated. Much of the growth of exports of 
manufactures from Asia has originated in these zones. Warr (1992, 20) has 
argued that "The experience of East and South East Asia confirms that the 
role of export processing zones in promoting manufactured exports is, at 
best, minor; the most effective means of promoting exports is to ensure that 
the economic policy with the country is conducive to efficient production for 
exports.” That is, they are a second-best form of liberalization. Nevertheless, 
they seem to have been a catalyst for government export promotion action, 
especially in the earlier stages of export development and in circumstances 
where it may not have been possible to achieve the same reforms across the 
whole economy. 

More recently a new kind of zone spreading across two or more coun- 
tries has emerged. These are known variously as concept zones or growth 
triangles or subregional economic zones. 

In 1989, the growth triangle between Singapore, the southern part of 
the Malaysian State of Johore, and the islands of the Riau Province of 
Indonesia was recognized by the governments of Singapore, Malaysia, and 
Indonesia. The Asian Development Bank (1992a, 64) describes this triangle 
as a concept [which] exploits complementarities between geographically con- 
tiguous areas of different countries to gain greater competitive edges in 
export promotion. It is intended to shift labor-intensive industries from 
Singapore to Johore and the Riau Islands, as Singapore unit costs increase - 
because of rising per capita output. Again the focus is on manufacturing 
enterprises, although there are also plans to develop some of the Riau 
Islands into a major tourist center, taking advantage of the Singapore 
airport tourist arrivals. Industrial estates were created. To facilitate the 
establishment of labor-intensive enterprises in the Riau Islands, the Batam 
Industrial Corporation, which is jointly owned by the Singaporean and 
Indonesian public and private sector interests, was created. There are no 
trade preferences, but the government agreement and assistance, in the form 
of permits and the provision by governments of some infrastructure, in effect 
gives investment preferences to enterprises setting up in the triangle. 

The concept of a growth triangle is another distinctly Asian form of co- 
operation that has evolved from the experience with industrial estates and . 
economic zones. Like the export processing zones, it-was mooted as a way of 
regional cooperation without requiring the participation and formal agree- 
ment of all six ASEAN countries (see Chia and Lee 1993). 
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There is a similar though less formal intergovernment arrangement 
involving the triangle formed by Hong Kong; Taipei,China; and Southern 
China. This has been described as an informal growth triangle (Asian 
Development Bank 1992a). There are several special economic zones in the 
Guangdong and Fujian Provinces of PRC as one leg of the triangle. There 
has been substantial Hong Kong and Taipei,China investment in Southern 
PRC to take advantage of low labor costs, and substantial infrastructure 

` development by the PRC Government to promote growth in the area. These 
developments have led to a high degree of economic integration in the area. 
Jones, King, and Klein (1993) refer to the area as the Chinese Economic 
Area (CEA). 

There are informal areas known as the Baht Zone in the areas border: I 
ing Thailand, Laos, Cambodia, and Viet Nam, and the Yellow Sea Zone in 
Northeast China, North Korea, the Republic of Korea, and Japan. The Asian 
. Development Bank is conducting a study of the feasibility of a growth trian- 
.gle involving North Sumatra and Aceh in Indonesia, Northern Malaysia, and 
Southérn Thailand. There has been discussion among the governments of 
PRC, the Republic of Korea and the Democratic People’s Republic of Korea, 
and Pacific Russia over the joint development of the Tumen River area. 
Several other proposals for multicountry cooperation in developing other 
border areas have been mooted. 

Another vehicle for increasing links between the economies of East Asia 
and Japan is foreign aid from Japan. The Japanese foreign aid program is 

. concentrated in the Asian region and is predominantly. project aid rather 
than grants or technical assistance (OECD 1992). Some Japanese aid loans 
are designed to build infrastructure that will assist Japanese foreign inves- 
tors or local partners of Japanese investors. According to The Economist 
(1993, 27), Japanese firms won 31 per cent of the contracts financed by their 
country's aid in the year to March 1992. 

Thus Asia is the region of the world economy that has seen the Large 
number and the greatest variety of what might be called nonconventional or 
non-GATT regional trade and investment arrangements. This is a part of the 
explanation of the paradox of an increasing intraregional trade combined 
with a low and stagnant level of intraregional trade preferences. 


Intraregional Investment 


The importance of trade in manufactures and the large part of trade 
with Japan in intra-Asian trade; the two-way trade between East Asian 
countries; and the growing intraregional trade are all closely related to the ` 
growth of intraregional direct investment. 
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Asia is the region of the world economy in which intercountry invest- 
ment flows and transfers of technology are growing most rapidly, as with 
merchandise trade. Garnaut (1989, 81 and table 4.1) notes that the countries 
of Northeast Asia are much more important in total world saving and 
investment than they are in total world trade because of their very high 
saving rates. The rapid increases in the surpluses on the current accounts of 
the balance of payments of Japan and the emergence of surpluses in 
Taipei,China; Singapore; and the Republic of Korea in the late 1980s, and 
PRC in 1990, which were noted earlier, mean that a rising proportion of this 
saving is transferred abroad, despite continued high rates of capital forma- 
tion in these countries. 

These statistics relate to net flows and to the net investment in all 
forms: direct foreign investments, portfolio, and other investments. From the 
point of view of the link between investment and trade flows, perhaps the 
most useful series are those relating to the gross flows in the form of direct 
investment abroad. By 1990, Japan alone accounted for 20 per cent of the 
reported direct investment abroad in the world economy (International 
Monetary Fund 1992, table C.17) whereas in 1986 it accounted for only 11 
per cent. Intra-Asian flows of foreign direct investment (FDI) expanded very 
rapidly during the 1980s. The Asian Development Bank (1993, table 1.4) 
series show that for 16 member countries the aggregate inflow of foreign 
direct investment rose from US$6 billion in 1986 to US$18 billion in 1991. 
This was partly the direct result of relaxation of restrictions on investment 
abroad by the Japanese Government and of the similar relaxation of inward 
FDI flows in many countries; for example, in the ASEAN countries (see Chia 
1993). 

Data on international investment flows are quite limited Meet to 
the commodity trade data. The main source is the International Monetary 
Fund's Balance of Payments Yearbook. This does not give any breakdown of 
the total foreign investment into and by countries. One must go to the bal- 
ance of payments statistics of individual countries—these vary in coverage 
and consistency. Broadly, the share-of Japanese investment: abroad going to 
Northeast and Southeast Asia has actually declined in recent years as the 
Japanese have invested heavily in the United States. However, the share of 
the inflow of foreign direct investment coming from Japan has increased for 
the ASEAN countries and for Taipei,China (but not the Republic of Korea) in 
the second half of the 1980s (Asian Development Bank 1992a, Australian 
Department of Foreign Affairs 1992, appendix 5). Japan has been a substan- 
tial investor in PRC in the 1980s and 1990s. Hong Kong; Taipei, China; 
Republic of Korea; and Singapore have become important investors in other 
East Asian countries. i ! ; 
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There is a strong link over time between the trends in the expansion of 
trade and the growth of direct foreign investment in this region. For exam- 
ple, the Asian Development Bank (1992a, 63) has observed: "The importance 
of this increased intra-regional foreign direct investment goes much beyond 
an increase in financial flows to the developing countries in Asia. The new 
pattern of investment has in fact assisted in extensive industrial 
restructuring and the development of a sophisticated regional division of 
labor in Asia. Intraregional FDI has been an important instrument for the 
realization of the so-called flying geese’ pattern of industrial development in 
Asia, i.e. the relocation of industrial from one tier of economies to the next 
tier in response to changing comparative advantage." 

The Flying Geese model is based on a view of comparative advantage 
that changes quite rapidly over time. It was devised by Japanese economists 
on the basis of the Japanese experience (see Yamazawa, Hirata, and Yokota 
1991). Initially the relocations were from Japan to the Republic of Korea; 
Taipei,China; Hong Kong; and Singapore. Footloose manufactures such as 
textiles, steel, electronics, and automobiles are now being transferred from 
these economies to the second tier East Asian countries such as Thailand, 
Malaysia, Indonesia, Philippines, and PRC as these latter countries diversify 
their export bundles from a heavy reliance on exports of natural resource- 
based commodities. These manufacturing activities have been export- 
oriented in their new locations. Empirical support for the Flying Geese 
model is provided by Fukasaku (1992). 

A number of Asian writers have noted that much of the expansion! of 

tra-Asian trade has been intra-industry trade. Entrepot and general re- 
export trade is intra-industry trade and, indeed, trade in manufactures, is 
predominantly intra-industry trade. Fukasaku (1992) documents this 
increase in intra-industry for the East Asian countries over the ‘period: 1979 
to 1988; the index of intra-industry trade increased in all the East Asian 
countries over this period. The average has risen from around 30 per cent of 
the trade in manufactures in 1979, to around 50 per cent in 1988. For Hong 
Kong and Singapore, the index in 1988 was over 70 ‘per cent. Fukasaku 
‘attributes this increase principally to the globalization of corporate activities 
that involves assembly production based on imported parts and components 
in different countries, for US corporations during the 1980s and more 
‘recently for corporations from Japan and.the newly industrializing econo- 
{nies (NIEs)—Hong Kong; Republic of Korea; Singapore; and Taipei, China. 
The establishment of these global chains of processing activities has been 
‘associated with direct foreign investments by the United States, Japan and, 
“more recently, the Asian NIEs. ` . l 
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Much of the intra-industry trade is believed to be intrafirm trade, i.e., 
multinational corporations trading components, materials, and other 
intermediate inputs within the corporation as a part of their global produc- 
tion activities. Intrafirm trade provides a more direct link between flows of 
direct foreign investment and the resulting intrafirm flows of traded com- 
modities. The United Nations Centre on Transnational Corporations (1991, 
61) observed: 


In manufacturing, many Japanese transnational corporations are 
integrating their Asian affiliates on a regional scale, investing in 
complementary operations in different countries. Singapore often 
serves as the regional headquarters and information and distribu- 
tion centre (as well as the site for the most sophisticated manufac- 
turing operations) with plants in such less-developed countries as 
Thailand, Malaysia, and the Philippines performing a range of dis- 
crete manufacturing operations .... Mitsubishi and Toyota appear 
to have the most developed multicountry networks in the region. 


Bonturi and Fukasaku (1993) measure this intrafirm trade by Japanese 
and US corporations globally, but there is little statistical evidence of this 
intrafirm trade within the Asian region. 


Asia as a Region 


Is the geographic area of Asia or East Asia a region in an economically 
meaningful sense? And is this geographic region becoming more integrated 
as intraregional trade and investment increase? In recent years, some 
American economists have expressed concern that Japan has used its foreign 
investments, loans, and aid to promote an informal but de facto Yen Bloc. 
Frankel (1993) and Frankel and Wei (1993) test this hypothesis by means of 
a gravity model that examines whether the share of intraregional trade is 
higher, or increasing more rapidly; than that predicted on the basis of dis- 
tance, common borders, and the size of the gross domestic products (GDPs) 
and GDPs per capita of trading partners. They find the influence of various 
country groups, including East Asia, are significant reasons but that in the 
case of East Asia this regional bias decreased rather than increased in the 
1980s.* By contrast, there is evidence of increasingly close trade ties in.both 


t 

9. Frankel and Wei (1993) also reject the hypothesis of an Asian currency bloc centered on the 
Japanese yen. No currency is linked to the yen and Asian exchange rate movements are influenced 
more by the US dollar than the yen. However, they do find evidence of increasing financial links 
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Western Europe and North America apart from those due to proximity and 
the size of the economies. 

Yamazawa and Associates (1993) apply the gravity model to trade 
among the East Asian countries and find that there has been de facto inte- 
gration in the region. This Japanese view emphasizes the importance of the 
Flying Geese model and the associated flows of direct foreign investment and 
also the policy cooperation achieved by the subregional economic zones. 

Gravity models explain much of the increased intra-Asian trade as the 
result of the growth of size of the trading economies. This resembles the 
analysis of the country effect on the value of trade in the previous sections 
although the gravity model uses GDP rather than the value of trade as the 
explanatory factor. This explanation treats the growth of real output as 
exogenous, that is, as independent of the growth of trade. It, therefore, 
ignores the possibility that the growth of regional trade is itself a part of the 
same process that produced the growth of real output. 

We need a direct test of the degree of integration of national economies. 
Lloyd (1992) and Flam (1992) have suggested that the degree of convergence 
of national prices towards the "law of one price" could be used as a measure 
of integration. This could be applied to goods prices or to factor prices or 
both. Unfortunately, no such test has been carried out to date in the Asian 
region. 

The pattern of trade indicates growing linkages between the East Asian 
economies through trade and direct investment. We have noted, in particu- 
lar, the foreign-investment-related trade in manufactures and the growing 
intraregional specialization in East Asia. Borrmann and Jungnickel (1992) 

regard such foreign investment as a factor leading toward integration of the 
region. Similarly, Yamazawa and Associates (1993, 41) conclude "Direct 
foreign investment has played as important a role as trade in goods and 
-services in reinforcing the interdependence of the countries of the Asia- 
Pacific region." 
^ The importance of entrepot and re-export trade and, more generally, of 
intra-industry trade indicate that much of this intra-Asian trade is trade in 
(intermediate inputs and goods-in-process, which is ultimately destined for 
‘markets outside the region. The bilateral intra-Asian trade flows are part of 
‘a trilateral pattern of trade flows (Park and Park 1991) For example, 
-Japanese firms have supplied parts and other intermediate goods (and capi- 
tal and technology) to their subsidiaries in Asian countries and the resulting 
output is exported to the United States and Europe principally. 


among the Asian and Pacific Rim countries in the form of convergence of interest rates. The influence 
of Japan is increasing in financial markets. 
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ASEAN illustrates this feature. Intra-ASEAN trade is low as a propor- 
tion of the total trade of the ASEAN countries when compared to the flows 
between the Northeast Asian countries. This is surprising, given the proxim- 
ity of the ASEAN countries, their outward orientations and the fact that 
ASEAN is the only free trade area in the Asian region. Moreover, the largest 
bilateral intra-ASEAN flows—exports from Indonesia and Malaysia to 
Singapore, and from Singapore to Malaysia, and from Singapore to 
Indonesia—all involve Singapore. Most of this is re-export trade in the broad 
sense, with the goods traded regionally being incorporated into final goods or 
more processed goods that are then exported outside the region, principally 
to the United States and Europe. 

In principle, one could construct the distribution of export trade by 
redistributing the exports of intermediate goods according to the country of 
sale of the final goods in which these intermediate inputs were incorporated, 
rather than the export destination of the intermediate goods. These statistics 
are not available but they would show that the Asian countries are more 
dependent on markets outside the region than the distribution of actual 
exports indicates. However, the fact that intraregional trade is growing more 
rapidly than trade outside the region indicates that this dependence is 
falling. 

Growing interdependence in trade and investment flows does not 
amount to greater integration in the sense of convergence of price." In order 
to understand the significance of the changes in Asian trade that have been 
occurring, it is useful to distinguish between these two concepts. The domi- 
nant trade in manufactures is still based on large differences among coun- 
iries in real incomes and real factor prices that yield intraregional 
specialization. The Flying Geese model and the formation of subregional eco- 
nomic zones are based on these differences. We do not know whether the 
factor prices are converging or diverging in the Asian region. Greater 
integration of national economies will require the freeing of trade and 
investment flows and the harmonization of policies such as commodity and 
factor taxes that create divergences between prices across country borders. 





10. Martin Wolf (personal communication) has suggested that this concept of integration is 
rather narrow. It means that a federation of states such as the United States of America is not fully 
integrated. It is useful to observe that the markets of a federation are not fully integrated despite the 
guarantee of free trade, because interstate differences in taxes and regulations create differences in the 
pre-tax or post-tax ‘prices. However, the intrafederation divergences are much smaller than the 
international differences. 

One should note too that the term integration in the concept of “vertical integration” of activities 
is uged in yet another sense. The trilateral trade pattern stems from geographically disintegrated 
activities. nrc 
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The rapid growth of intra-East Asian trade, the growth of nonconven- 
tional methods of trade liberalization, and the rapid expansion of direct 
foreign investment in the region all suggest that the East Asian economies 
may be becoming more integrated but South Asia is still linked via trade and 
investment flows much more to its traditional trading partners in Europe 
and North America. This suggestion of greater integration in East Asia is 
supported by the remarkable insulation of the rate of growth of exports and 
production in Asia from the current world recession. 

Yet, Asia, and even East Asia, is much less integrated than the 
European Communities or North America, in terms of the degree of 
uniformity of policies and of prices. What distinguishes Asia, and 
particularly East Asia, from other regions is that it is becoming more 
interdependent and may be becoming integrated without discriminatory 
regional preferences in border trade and investment flows, or actions to 
harmonize tax rates or business laws or exchange rates within the region. 
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Appendix 
Decomposition of Relative Export Performance 


Consider one country (or group of countries) that exports to the rest of 
the world. We can call this country k but as all of the values of exports below 
relate to this country it is not necessary to index the country. We define an 
export market to be the market for the export by this country of a particular 
commodity to a particular country or group of countries. Let 


X; = the value of exports of commodity i by the country 
to the country of group of countries j 


X j= the value of export of commodities by the country 


to the country or group of countries j 
= XX; 
D 


X; = the value of exports of commodity i by the country to 
all countries or groups of countries 


= YX. 
UX, 


X.= the value of the exports of all commodities by the country 


to all countries or groups of countries 
= EXXy 
ij 


These values are the annual flows from the country. We are interested 
in the percentage changes between a base period (1980) and the current 
period (1991). The base and current periods are denoted by the superscripts 
1 and 2 respectively. We are seeking to explain, for the country [AX /X — 
A X/X] that is, the difference between the percentage growth in the total 
value of exports of the country and the percentage growth of the value of 
total world exports over the period. 

It can be shown (Leamer and Stern 1970, chapter 7) that this difference 
is given by the expression 


TEEN Xl xi] ai] 


where 
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r; = the rate of growth of total world exports over the period 
r; = the rate of growth of total world exports of 
commodity i over the period 
r; = the rate of growth of world exports of commodity i to 
the country or group of countries j over the period 


The first term on the right hand side of this equation is the component 
that is due to the commodity composition effect. The second term is the 
component that is due to the country (of destination) composition of the 
country's exports. The third term is the residual component reflecting the 
difference between the actual export growth of the country and what it 
would have been if the country had maintained exactly its share of the 
market for each commodity to each country. It may be rewritten as 


ko 1 
YX(-n)s 
where rf is the rate of growth of the country k's exports to the market for 


commodity i in country j. This shows that the term Lë: ry) depends on the 


rate of growth of exports of the country concerned to the market compared to 
the rate of growth of imports from all countries into this. market. Any 
difference between these two rates will change the market share of the 
country. Hence, this may be called the market share or competitiveness 
component. 

Each of these terms may be positive or negative. The commodity effect is 
positive if the country concerned exports commodities that have on average 
grown more rapidly in international trade than the world average for all 
commodities. The second country effect is positive if the country exports to 
countries whose imports have grown more rapidly than world trade as a 
whole. The third competitiveness effect is positive if the country has been 
increasing, on average, its share of its export markets, that is, the markets 
for each export commodity to each export destination. 
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Government and Market 


in Economic Development 
Cho Soon 





Abstract. Experiences of most developing countries show that the initial stage of develop- 
ment has to be engineered by the government. The governments of developing countries are 
likely to adopt "mercantilistic" growth promotion policies, which tend to be effective during 
the initial phase of extensive growth. Even at this stage, it is important for developing coun- 
tries to adopt market-conforming type of growth promotion policies. The policy of industrial 
“targeting” can achieve success in promoting the targeted sectors, but on a long term, it tends 
to create industrial imbalance and overall inefficiency in the economy. The real and 
financial sectors of a developing economy are intimately related to each other. The more 
interventionist a government is with respect to the real sector, the more expansionary it is 
with its monetary policy, and the more repressive with its financial policy. The industrial 
targeting policy, accompanied by a repressive financial policy, may promote the growth of 
priority sectors, but the benefit to the economy as a whole, particularly from a long-run point 
of view, is likely to be limited. This policy would bring forth chronic inflation, distortion in 
industrial structure, and discourage financial saving and retard the development of 
financial entrepreneurship. Chronic inflation, imbalance in industrial structure, retarded 
development of financial sector, and proliferation of bureaucratic regulations, which are 
commonly observable in developing countries, call for a set of policies aimed at macro- 
economic stability with microeconomic reform. It is, however, extremely difficult to imple- 
ment these policies in such a way as to bring beneficial results to the economy. The 
developing countries should conform as much as possible the basic direction of economic 
policies to market principle. The government is also urged to adopt those policies which can 
improve the quality of human resources. 





he subject at hand—Government and Market in Economic Develop- 

ment—is vast and elusive; it can give rise to endless ramifications. It 

could be approached from a purely theoretical viewpoint, or from a 
narrowly focused empirical angle. Neither approach may be very fruitful for 
the purposes of this discussion. A purely theoretical treatment may be too 
abstract to be relevant to policymakers. A historical narrative focusing on 
case studies would not be very informative for policymakers, each facing a 
unique set of problems. In what follows, an eclectic approach will be taken, 
blending economic theory with experiences of Asian countries at various 
stages of historical development, with a view to making the discussion as 
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relevant as possible to contemporary Asian countries bent on laying down 
the foundation of sustainable growth. 


Industrialization Possibilities for Asian Developing Countries 


Asia is noted for its diversity. The countries are diverse in terms of area, 
population, race, climate, and geopolitical location. The cultural backgrounds 
and historical traditions are no less diverse. 

There are, however, some characteristics sufficiently common to most of 
these countries, especially from economic viewpoints. First, most of the coun- 
tries are very densely populated, except for Mongolia and Russian Siberia. 
Second, except for Japan, and, to a lesser extent, the newly industrializing 
economies (NIEs), agriculture is the single most important industry. Since 
the industrial sector is still relatively small, the markets for products and 
factors are not yet fully developed and the allocation of resources, which 
have either an undeveloped or nonexistent market, has to be made by the 
government. Modern institutions are not yet fully developed. The countries 
lack democratic traditions in the Western sense of the term; they have had 
more or less authoritarian forms of government. 

Economic development should be perceived as a long-term process that 
involves making the best use of endowed resources. For Asian countries, the 
preponderantly important resources are human. Thus, the development of 
Asian economies entails making the best use of surplus labor. Fortunately, 
the international environment is such that today Asian countries are better 
situated than they were any other time in history. Consider for a moment 

` thé international environment in the nineteenth century. The possibility of 
Asian countries achieving industrialization was all but nonexistent; their 
agriculture, by far the most important if not the only industry, appeared to 
Western eyes to be trapped in the mire of the "Asiatic mode of production". 
With the Malthusian specter ever haunting, the subsistence economies were 
unable to generate much saving; modern education and scientific develop- 
ment appeared hardly possible. 
s Today, situations are radically different. The labor-surplus countries 
have better possibilities of achieving industrialization than do labor-deficient 
countries. Other resources, which have to cooperate with labor, such as capi- 
tal, raw materials, and technology, can be easily imported from abroad, at 
much lower prices than in the nineteenth century. The development of 
resource-saving technology is such that the content of resources in industrial 
products is far lower than in former times. The prices of natural resources, 
relative to value added to them, are increasingly falling. Furthermore, today 
the overseas markets for standardized goods are so expanded that the labor- 
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surplus countries can develop their export industries fairly easily. The devel- 
oping countries of the nineteenth century had to generate their own saving 
and to develop their own technology—a long-term process apt to be defeated. 
The labor-surplus countries of Asia, unlike their erstwhile counterparts, can 
easily import capital and technology from developed countries and achieve 
the initial stage of industrialization. This process, of course, cannot continue 
forever; eventually they have to generate their own saving and develop their 
own technology,’ but as far as the initial stage of industrialization is con- 
cerned, the process can certainly be shortened. 

True, even in the nineteenth century, the latecomers in the industrial 
process achieved faster rates of economic growth than their forerunners. 
Germany, Japan, and the United States were latecomers in the nineteenth 
century, and their rates of growth were much higher than those of England 
and France (Gershenkron 1962). This developed because the latecomers 
could exploit the technological backlog of the frontrunners, and emulate 
their institutions and operations. However, the process of economic develop- 
ment for the newcomers in the nineteenth century was arduous and long, 
and successful development was limited to only a few large countries. 

The pace of diffusion of development accelerated after World War II. 
While in the late nineteenth century, Japan, Germany, and the United 
States rarely achieved annual average growth rates of 5 percent for a pro- 
longed period of time, Japan, during the 1950-1974 period, achieved as high 
as 10 percent; the Republic of Korea, between 1962-1989, achieved about 9 
percent; and Taipei,China, between 1950-1989, achieved approximately 
similar growth rates. During the Cold War period, Japan, the Republic of 
Korea, and Taipei,China were able to import technology much more easily 
than their nineteenth century counterparts, and to export their industrial 
outputs to the almost insatiable international markets. In some sense, the 
rapid growth of Japan and Asian NIEs during the Cold War days can be 
considered as a byproduct of the post World War II international environment. 

Can the developing countries of Asia today repeat the experience of 
Japan and the NIEs during the Cold War era? The international environ- 
ment nowadays is substantially different from that during the Cold War. The 
situation has become less favorable because the developing countries today 
are exposed to much more severe international competition right from the 
beginning of their industrialization effort, while the NIEs during the Cold 
War era had enough time to build up their industrial base. But, on the other 
hand, the developing countries of today have a better international environ- 


vd 


1. The initial success in industrialization will not generate self-sustained growth as long as the 
country depends entirely on imported technology and capital. 
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ment than the NIEs during the Cold War era—the pace of technological 
diffusion has since quickened, and the international market has expanded to 
a global scale. Furthermore, they can utilize the accumulated experiences of 
their predecessors. 


Government Growth Promotion Policies 


Economic development of most of the Asian countries has been engi- 
neered by paternalistic governments." In many cases, the government played 
the catalytic role for development by motivating the people to exercise their 
"will to economize" (Lewis 1955). The Republic of Korea and Taipei,China are . 
the prototypes of government-led growth, although their approaches to eco- 
nomic development were very different in many respects. Almost all gov- 
ernments of the high performing economies of Asia, except Hong Kong, are 
more or less of the interventionist variety. The government of Japan, the 
only developed country in Asia, is no exception. Ever since the Meiji Resto- 
ration in 1868, the Japanese government has been playing a paternalistic 
role in economic development, which has been widely emulated by other 
Asian countries. 

There seems to be several reasons why the governments of Asian coun- 
tries are playing a more active role in generating economic development than 
those of Western countries. The most important is that to achieve industri- 
alization, resources have to be created and put into use. But markets for 
these resources (for example, the foreign exchange market and the financial 
market) are either very inadequate or nonexistent. The government has to 
"ereate" an institutional framework for developing the market for these 
resources and "guide" the people to adapt themselves to it. Price systems do 
not develop automatically in an institutional vacuum.’ These resources have 
to be allocated through nonmarket channels, such as by administrative deci- 
sion. Second, inertia in the social atmosphere has to be defeated and this 
calls for government actions. Employment has to be created right away and 
entrepreneurship has to be stimulated. The rudimentary market system 
existing in developing countries may be too inadequate and too slow to gen- 
erate the process of development rapid enough to fulfill people's expectations. 


pi 2. Most of the economic development of Asian countries has been promoted by the “develop- 
“mental state”, as opposed to the “regulatory state” (See Johnson 1982). 

"^ 3. As Hayek (1967, Chapter 6) maintains, many social institutions spontaneously emerge, 
-without being designed by the government. One may argue that the price system is such a system; it 
emerged spontaneously, and was not designed. But, while the price system, ag such, cannot be designed 
by human intellect, institutions within which the price system operates (for example, laws and regula- 
tions governing contract or commercial transactions), can and will have to be created by the govern- 
ments in developing countries. 
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Third, the Asian countries are accustomed to being ruled by paternalistic 
governments; the people look for government assistance and support, even 
under normal circumstances. The government is called upon to solve all 
problems, including those that should be handled by private individuals and 
nongovernmental institutions. 

The governments of Asian countries are thus likely to intervene in the 
private sector of the economy. During the initial phase of industrialization, 
the governments tend to promote industries with a variety of industrial 
policies; intervene extensively in operations of financial institutions; promote 
exports and restrict imports; and try to hold down wage rates to help pro- 
mote business. All these policies might be comparable to the "mercantilist" 
policy in pre-industrial Europe.* 

The growth promotion policy in Asian countries has taken a variety of 
paths in various countries. But these differences notwithstanding the growth 
promotion policy of the government has been regarded as a basic factor 
responsible for the "Asian miracle’. One may question if "miracle" is a 
deserving expression for describing Asian development; the growth 
promotion policy certainly has left both positive and negative effects in the 
countries concerned. Generally speaking, the mercantilist policy was 
effective during the stage of initial extensive growth—the stage when idle 
resources (such as labor) can be harnessed to productive use by combining 
them with imported capital and technology. But when the "frontier" of the 
extensive growth is exhausted, that is, when idle labor is fully employed, the 
interventionist policy tends to become a serious hindrance for generating 
further growth. 

Let us first consider the "merit" of government intervention at the ini- 
tial stage of economic development. Economic development of any country 
rests upon the performance of economic agents, such as entrepreneurs and 
workers. Lacking in industrial experience, the developing countries of Asia 
do not have an adequate supply of entrepreneurs. Entrepreneurial spirit 
may exist latently, but the social and economic environments are such that 
the propensity of risk aversion is too strongly ingrained among potential 
entrepreneurs to unfold their entrepreneurial spirit. Thus, the government 
is obliged to induce potential entrepreneurs to make investments by provid- 
ing them with a means to reduce risk. 


4. The term “mercantilism” originates from Adam Smith. Smith used such expressions as 
“mercantile system”, or “system of commerce”, but this system of thought, which prevailed in 
eighteenth century. England, placed as much emphasis on industrial development as on commercial 
development. The meaning of the word is “commerce” or “trade” at Smith’s time, and incorporated 
“industry” as well as “commerce”. That is, mercantilism was the system of promoting industries as well 
as commerce (Ohtsuka 1969). 
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The rural sector, noted for its widespread disguised unemployment, is 
an unlimited source of the labor force needed for industrialization. In the 
case of the Republic of Korea and Taipei,China, the literacy rate was high 
enough to qualify the potential labor force as industrial workers. The best 
motivation for them to work is give them employment. To do so, the govern- 
ment induced foreign capital and established, at the initial stage of indus- 
trialization, plants for light industries that processed the semifinished goods 
imported from advanced countries. 

The results of the growth promotion policy seem mixed. It is very diffi- 
cult to assess the outcome of the growth promotion policy of any government, 
because development is a complex process. One has to take a broad-based, 
and long-term view of a growth promotion policy to come up with a fair 
assessment of it. A useful approach to take would be to classify growth 
promotion policy into two broad categories: market-conforming and market- 
nonconforming. The former refers to those policies that make the maximum 
use of the market mechanism, while the latter refers to policies that 
. suppress it. Almost invariably the former type of policy succeeded in 
promoting development. The latter type failed, although the failure may not 
be immediately apparent when one takes a short-term and narrow view on 
development. Consider some of the historical experiences of Asian countries 
to illustrate the above observation. The prototype of growth promotion policy 
in several Asian countries may be summarized under the heading of indus- 
trial policy. 


Industrial Policy: The Market-Conforming Type 


Industrial policy can be defined in two ways. In a broad sense, it refers 
to the policy of promoting broadly defined industries, such as manufacturing 
industries as opposed to service industries, export industries as opposed to 
import substitution industries. In a narrow sense, it refers to the policy of 
targeting a particular industry (for example, shipbuilding, automobile manu- 
facturing, and iron and steel). Almost all developing countries are engaged in 
industrial policy in a broad sense because industrialization is their policy 
goal. But developing countries may or may not engage in industrial policy in 
the narrower sense. I 

The difficult choice that the government has to make is whether or how 
to include policy on agriculture in the strategy of industrial development. 
Almost all countries in Asia opt for industrialization because it is perceived 
to be most conducive to the creation of employment and the achievement of 
rapid growth. Some countries have made efforts to develop agriculture con- 
currently with industries. Taipei,China, in particular, has been making rela- 
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tively more effort to develop the rural sector and agriculture, and the 
People's Republic of China embarked on industrialization along with liberali- 
zation of agriculture. The policy of putting due emphasis on agriculture is 
appropriate from the social as well as economic viewpoint. At the initial 
stage of development, the potential of agricultural development is as great as 
for industries, furthermore, the growth of the agricultural sector will contrib- 
ute to the balanced development of urban and rural sectors, equitable 
distribution of wealth and income, and social stability. 

The governments of the Republic of Korea during the 1960s and of 
Taipei,China during the early phase of industrialization were very pragmatic 
in their approach to industrial development. Ideology played little part. They 
conformed as much as possible to the market principle. For example, both 
governments adopted high interest rate policies to make interest rates reflect 
the scarcity of capital; the exchange rate was managed to make it conform to 
the market rate. 

During the 1960s, both governments established labor-intensive con- 
sumption goods industries, with low capital requirements and short gesta- 
tion periods. These countries thus conformed closely to the principle of 
comparative advantage. Light industry plants were established by importing 
capital and technology from abroad. Semifinished goods were imported, and 
processed to finished goods, which were reexported. By the end of the 19608, 
the extensive investment in light industry was nearly completed. 

During the 1960s and 1970s, the Republic of Korea and Taipei,China 
vigorously promoted exports and export industries, by providing subsidies of 
various kinds to exporters. These subsidies included tax benefits for export- 
ers, liberal depreciation allowances on imports of intermediate goods for 
export purposes, cheap bank loans for exporters, preferential allocation of 
foreign exchanges to exporters, establishment of export processing zones and 
bonded factories and warehouses, and assistance to various export promotion 
organizations. 

The success story of the export-led growth of the Republic of Korea and 
Taipei,China is well-known. What is less well-known is that export promo- 
tion was pursued in such a way as to conform to the market principle." The 
Success was not simply due to the vigorous export promotion as such, but to 
the fact that export promotion was in line with basic economic principles. ‘ 

The question arises as to whether developing countries in the future are 
advised to adopt the same kind of strategy as that of Taipei, China, and thé 


Republic of Korea. The answer seems to be yes and no. Yes, in the sense that 
di 


5. As will be argued later, the export promotion policy during the 1970s departed from the 
market principle. 
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outward-looking strategy is always preferable to inward-looking strategy, 
and due effort to develop export industries will be the right strategy for 
Asian countries today. On the other hand, however, the international envi- 
ronment after the post Cold War is quite different from that of the Cold War 
period. An overt export promotion policy will not be feasible today. The out- 
of-Asia market will not be large enough to absorb the exports of the stan- 
dardized manufactured goods which the Asian developing countries can 
collectively supply. If the developing countries collectively promote exports 
as vigorously as Taipei,China and the Republic of Korea did, a great excess 
capacity in their export industries would emerge. One could hope that intra- 
regional growth of trade will develop rapidly among Asian countries and 
enlarge the market within the region so as to reduce the dependence of the 
Asian developing countries on the non-Asian market. 


Industrial Targeting Policy 


Some countries have pursued industrial policy in the narrower sense, 
such as, the policy of industrial targeting. The prototype of this sort of indus- 
trial policy in Asia is the Japanese practice of industrial targeting, which has 
been widely regarded as effective enough to make the Japanese economic 
performance preeminent in the world. Many hold the view that a "miracle" 
was wrought by the industrial policy pursued by the Ministry of Interna- 
tional Trade and Industry (MITT). The Japanese industrial policy is a subtle 
one of the market-conforming type: the policy was pursued within the frame- 
work of a price system (Johnson 1982). Instead of overtly intervening in 
entrepreneurial decisions, the government "guides" business using informal 
persuasion along with formal legislation. There is a minimum of friction and 
a maximum of mutual cooperation among the economic agents in conforming 
to the government policy. 

The Japanese manufacturing industries, especially those targeted, 
showed an outstanding success. The industrial policy has enabled these 
industries, so goes the argument, to take a long view when making their 
investment decisions by eliminating uncertainty surrounding investments. 
But, there are counter-arguments that the impact of industrial policy on 
economic performance has been mixed at best (Okimote 1989). Indeed, the 
Japanese economic performance seems to contain elements of unevenness 
and inconsistency. The sectors that lie outside of MITTs jurisdiction—service 
sectors as well as the nonpriority manufacturing sectors, to say nothing of 
the public sector—are lagging behind. The structure of the Japanese econ- 
omy has become distorted, and Japanese business management has become 
less than fully flexible. The industrial policy may have succeeded in provid- 


i 
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ing the priority sectors with a long-run view, but the long-run view is pre- 
cisely what is lacking from the point of view of the overall economy." 

The Japanese industrial policy is a byproduct of the Japanese system of 
resource allocation; the industrial policy cannot be considered independently 
of the overall Japanese system. The Japanese economy has been character- 
ized as Japan, Inc., in which resource allocation is done by consensus reached by 
a trio—bureaucrats, business, and political leadership. The system of resource 
allocation based on consensus may be effective in attaining a few given targets, 
but is seems somewhat unsuited to bringing overall balance and efficiency to 
the economy. It is suited to expand the market share, but is unsuited to 
stimulate the innovation and flexibility required in the world of uncertainty. 

The industrial targeting policy, by its very nature, can be effective in 
promoting the priority sectors of the economy, but a strong dose of it almost 
invariably brings forth distortion in the working of the price system, and 
eventually in the industrial structure. A somewhat less subtle form of indus- 
trial targeting policy was practiced in the Republic of Korea during the 
1970s. The Korean government during the 19708 overreached itself in estab- 
lishing chemical and heavy industries when it directly made important entre- 
preneurial decisions. The government in some cases designated particular 
entrepreneurs to invest in certain fields, specified the location and the size of 
investments, and provided financial resources. Some hold the view that the 
chemical and heavy industry program did succeed in developing the major 
export industries of today. But the Korean program, until it was overhauled 
in early 19779, left in its wake a great inflationary pressure, and the emergence of 
unsound enterprises, which bedeviled the economy for many years to come. 

The policy of the Korean government to foster chemical and heavy 
industries was, from the theoretical standpoint, not unsound. It was natural 
for the government to emphasize investments in "up-stream" industries, at a 
time when the country had nearly completed establishing consumption goods 
industries. What was problematic was that the government took over the 
entrepreneurial decisions, and in effect bore the major part of the risk of 
investment. With risk of investment reduced, and the prospect of return 
buoyed by the government drive, the investors made excessive investments 
in designated fields. This left few good resources for other sectors, and 
investments in labor intensive sectors were reduced by too much, too soon. 
The overall impact of the chemical and heavy industry program was that the 
Korean industrial structure has since departed from the one that would con- 


6. Granting that the Japanese industrial policy as such is market-conforming, one may doubt the 
Japanese syatem of reaching consensus among bureaucrats, business, and political parties, of which the 
industrial targeting policy is a part, is in conformity with the principle of free competition, in the 
authentic sense of the term. 
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form to the principle of comparative advantage. It was good for the Koreln 
economy that the chemical and heavy industry program was overhauled i 
1979; although the aftermath of the program still persists to this day. i 


Monetary and Financial Policy 


For a developing country, the real and financial sectors are intimately 
related to each other; one sector is not independent of the other. Policies ọn 
money and finance in a developing country are directly related to those on 
the real sector. The more interventionist a government is with respect to the 
real sector, the more expansionary its monetary policy, and the more 
repressive its financial policy. I 

If a government is bent on achieving a more rapid growth than would be 
warranted by potential growth rate, it has to finance it by "forced saving" 
(that is, inflation caused primarily by an increase in the quantity of money). 
Growth financed by forced saving is "forced growth" which cannot be sus- 
tained very long. In order to forcefully raise the growth rate, the government 
held the bank rates very low—the real rates were deeply in the negative—so 
as to induce the investors to have favorable access to bank loans. Various 
kinds of policy loans were devised, each carrying its own rate. Eventually 
these were extended to nearly all bank lending. 

Drawing upon the Korean experience during the 19708, one may sum- 
marize the effects of a forceful industrial targeting policy on the financial 
gector as follows. 

The growth-promoting government policy, accompanied by repressive 
financial policy, certainly does promote the growth of priority sectors.” But 
the benefit to the economy as a whole is likely to be limited; the opportunity 
cost incurred by the rest of the economy may prove too heavy. The first effect 
is inflation. If it is caused by the government growth-oriented policy, and if it 
continues for a period of time, inflationary expectation becomes rooted in 
"people's minds. Eventually, wages, exchange rates, prices of public utilities, 
and the market rates of interest are all adjusted upward. The "extra-growth" 
that inflation may extort from the economy, will come to an end as soon jas 
inflation becomes expected. But the effect of inflation does not end here. It 
wil leave many debilitating effects on the economy. The process of adjust- 
ment of these prices is by no means even and uniform. Inflation causes the 
change in the price "level", but it also changes the structure of relative prices 


7. Scitovsky (1986) characterized the pattern of economic growth in the Republic of Korea during 
the 1970s as a “forced growth”. 
8. However, many of them can survive only if government subsidy is provided for a prolonged 
period of time. 





154 Asian Development Review 


(Hayek 1979). Thus, inflation invariably distorts the pattern of resource use; 
it causes speculative activities and hinders genuine entrepreneurship. Firms 
are encouraged to borrow more than would be warranted in normal circum- 
stances. Excessively leveraged firms can survive only if inflation is acceler- 
ated; they will find it exceedingly difficult to tide over a recessionary period. 
As such firms increase in number, the economy as a whole has to be fed with 
a continued increase in money supply. 

Government intervention in the financial sector, accompanied by infla- 
tion, deprives financial institutions of the role of intermediary between 
savers and investors. Interest rates cease to guide saving and investment 
behaviors. Administrative criteria are substituted for interest rates in mobi- 
lizing and allocating funds. Some borrowers borrow easily with preferential 
rates, but others with worthy purposes are unable to borrow even with a 
premium. The banks are burdened with bad assets and their rate of profit 
becomes extremely low. Eventually the financial sector becomes very small 
and undeveloped, relative to the real sector; and commercial banking’ becomes 
very small relative to the financial sector as a whole. As a result, the banks 
become far too small to accommodate the demand for loans from large 
borrowers. Small and medium firms clamor for more bank loans, but bank 
lending is limited by bank reserves which are in short supply, and to make 
up for the shortfall, the central bank is called upon to rediscount the papers 
of the small and medium borrowers. Thus, money supply constantly increases. 

Perhaps the greatest cost of government financial repression is its det- 
rimental effect on financial entrepreneurs. Financial businesses need entre- 
preneurs as much as other businesses. Financial entrepreneurs, such as 
bank presidents, have to perform their own roles in a developing economy. 
Under normal circumstances, they evaluate the applications for bank loans, 
and advise and sometimes guide the entrepreneurs in the real sector with. 
respect to investment and operation of their firms." This function of financial 
entrepreneurship is essential not only from the point of view of financial 
institutions, but also from the point of view of the economy as a whole. The 
economy, especially a developing one, needs to ensure that business invest- 
ments are economically sound, that is, it needs a kind of safety valve pre- 
venting the possible misuse of the investible funds. Thus, financial entrepre- 
neurship is both a promoter and protector.of innovative entrepreneurship in 
the real sector. The sound operation of the financial institutions renders, 


9. The commercial banks usually suffer most from financial repression because banks are subject; 
to more regulations than nonbanking financial institutions. 

10. According to Schumpeter's theory (Schumpeter 1934) of economic development, innovations- 
have to be financed by banks, ataffed by financial entrepreneurs who are more than simple “middlemen 
between borrowers and lenders". 
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public service indispensable on this score. In fact, this was borne out by the 
history of economic development in Germany and Russia (Gerschenkron 1962). 

If government control of the financial sector persists, and if the bank 
officials are appointed by the government, then few financial innovations can 
be expected. The financial institutions in effect become public agencies, and 
bank officials will simply do whatever they are told to do, without making 
any effort to innovate. Who suffers most from this sort of institutional evolu- 
tion? It will be the economy, which has to bear the cost of moribund financial 
entrepreneurship in the form not only of a reduced supply of finance, but 
also of increased financial inefficiency due to unsound investments. 

Forceful government promotion of growth requires a web of bureau- 
cratic regulations on the economy. These regulations tend to proliferate; 
Parkinson's law operates. Once regulations are introduced to control a certain 
part of the economy, they tend to be reinforced by yet other regulations. If 
regulations do not bring out certain desired effects, bureaucrats complement the 
"loopholes" in the regulations with more detailed rules. As Kornai points out, 
“bureaucratic coordination” is noted for its tenacity; it can not only outlive its 
usefulness, but also flourish independently of its original purpose (Kornai 1990). 

Government regulations are paved with good intentions, but a heavily 
regulated economy can never maintain vitality. Even though such an econ- 
omy may appear efficient, the source of great inefficiency is usually hidden. 
The "developmental state", to the extent that economic activities are subject 
to bureaucrat regulations, is inherently antidevelopment. 


Economic Reform 


Thus, an excessive growth promotion policy of the government tends to 
create chronic inflation, imbalance in the industrial structure, retarded develop- 
ment of the financial sector, and proliferation of bureaucratic regulations. In 
order for such an economy to regain vitality, it has to unlearn the past experi- 
ences and undo the past excesses. But, unfortunately, such conditions as 
inflation and industrial imbalance have their own dynamism, and the policy 
to correct them would prove very difficult. People, including those in govern- 
ment, tend to retain a euphoria of the good old days when growth was achieved 
through government promotion. They tend to believe that the government can 
always promote growth and accordingly it must revert to the growth policy. 

The basic policy direction required in such a situation is the combination 
of macroeconomic stability with microeconomic reform." The former requires 


11. In fact, this is the common thread running through all reform policies pursued by Latin 
American countries (Williamson 1985). 
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tighter monetary and fiscal policy and the latter, the policy of liberalization 
and deregulation in real and financial sectors. These two sets of policies— 
disinflation and deregulation—are two sides of the same coin, just as infla- 
tion and government control in the past were two sides of the same coin. One 
cannot stand alone. Inflation cannot be controlled within the framework of old 
institutions and practices, because their survival depends on inflation. Deregu- 
lation and liberalization cannot be carried out in the inflationary atmos- 
phere, because deregulation and liberalization may aggravate inflation. 

The experiences of many countries show that it is extremely difficult to 
implement these policies. The greatest hurdle is that people, including many 
in government, are not really convinced that such reform will in fact bring 
greater efficiency to the economy. In fact, they tend to hold the opposite 
view: the slowdown in the economy, which could occur in the initial phase of 
economic reform, is more often than not attributed to lack of strong enough 
government direction in the economy. The memory of the old days when eco- 
nomic growth was easily achieved by importing capital and technology tends 
to persist in their perception of the economy. They are not persuaded that 
factors that account for extensive growth do disappear in due time, and that 
if they are allowed to outlive their usefulness, they will service to hinder, 
rather than promote, self-sustained growth. The people and the government 
may not have an adequate understanding of the merits, and indeed, the 
demerits, of free competition. The undesirable aspects of the economy, accu- 
mulated during the high-speed growth days, tend to be ascribed to the market 
system, whereas they are in fact the results of government intervention. 

Furthermore, decades of government control on the economy produce 
interest groups that benefit from government control. They urge the gov- 
ernment to continue the tight control on interest rates and credit rationing. 
They pay lip service to advocating liberalization of government control, but 
what they want is to retain privileges. Decontrol, in most cases, benefits the 
whole economy, but it often encounters resistance from the privileged sectors. 

Disinflation policy is not easy to implement. A strong dose of disinflation 
policy is not feasible: it will be unbearable to most of the heavily leveraged 
firms. Even a somewhat mild disinflation policy would be burdensome to the 
government politically. But, difficult as it may be, the country does need a 
disinflationary policy for a period of time long enough to defeat the inflation 
expectation of the people. If the government reverts to inflationary policy, 
there will be political pressure from the people to tighten aggregate demand. 
Thus, unless the government is determined to steer the economy onto a new 
course, it will end up with a pendulum of "stop-go" policy, which is detrimen- 
tal to long-run growth of the economy. 
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The policy of deregulation is even more difficult to implement. First of 
all, deregulation has to rest on a comprehensive plan to deregulate the econ- 
omy. It may sound contradictory that deregulation has to proceed on a plan, 
but an ad hoc approach to deregulate the economy will certainly prove inef- 
fective. Usually a removal of one regulation by one state agency will not 
accomplish anything, because there may be several other regulations govern- 
ing the same problem involving other state organizations. Deregulation thus 
has to proceed as a coordinated program involving all state agencies. 

Deregulation by itself does not automatically lead to the establishment 
of an orderly and effective competitive market system. A free and competi- 
tive market system does not simply emerge in an institutional vacuum. Free 
competition should not be an unbridled display of self interest. Competition 
should be allowed within the boundary of laws and regulations to ensure fair 
play, and reasonably equal opportunities for all market participants. Adam 
Smith (1776) advocated free competition, but he abhorred monopoly and 
collusion. He recognized many loopholes in his invisible hand; it has to be 
complemented by many exceptions.” In fact, the laissez-faire system never 
existed in history. Even in early nineteenth century England, there emerged 
a multitude of laws and regulations to cope with the emergence of many new 
problems.” Development creates problems, and problems call for government 
actions. As the economy and society become more complex, the government 
has to unload old responsibilities and assume new ones. Accordingly, insti- 
tutions have to be so reviewed and changed to suit the changing environ- 
ment. The deregulation in developing countries today should be directed at 
removing arbitrary interference of government with economic activities; it 
should be accompanied by new regulations to protect free competition. 

If deregulation has to be done by a comprehensive plan, it presupposes 
that the policy has to rest upon concerted actions of all ministries and 
agencies. There has to be a team whose members share the common philoso- 
phy. It would be difficult to have such a team of like-minded policymakers. 
But unless such a team exerts a joint effort, the liberalization policy will be 
difficult to sustain for a prolonged period of time. It is unlikely that a reform- 
ist policy of a developing country can be successfully carried out by a coali- 
tion of groups of people with different views and interests. Such a coalition 
approach would be doomed to failure because a liberalization program may 
make things worse before it makes things better; the coalition will not be 


12. For example, Adam Smith (1776) advocated such programs as a ceiling for interest rates, 
public management of mail service, compulsory elementary education, public examination ge 
and control of monopolies. 

13. The government established laws and regulations governing poor people, schools, sanitary 
service, public health, banking and finance, and extension of franchise. 
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able to sustain criticism from many quarters and may fall prey to special 
interest groups (Pinera 1994). 


Establishment of Promarket Institutions 


Contemporary Asian countries are in a state of great transition. Many of 
these countries are currently engaged in an overall review of their economic, 
social, and political institutions. The old institutions, which have sustained 
the prosperity of Asian countries, are becoming obsolete. Japan is engaged in 
the task of extensive reform of political and economic institutions. The 
Republic of Korea and Taipei,China are also facing similar problems. The 
People's Republic of China, above all, is engaged in the task of nation- 
building, and the tasks of nation-building are essentially those of institution- 
building. Only those countries that succeed in establishing efficient and 
equitable socioeconomic institutions will generate sustained growth. 

In the preceding pages, the argument has been made that the govern- 
ment has to promote economic development. The governments of Asian coun- 
tries, developed and developing alike, are facing a great many important 
problems: they cannot simply sit idle and wait for the market mechanism to 
work itself out. They have to build an institutional framework within which 
the market system can operate with maximum efficiency. Governments must 
institute promarket, not antimarket, institutions. The market is a system 
within which information concerning supply and demand are exchanged, 
and knowledge of the economic agents is thereby enhanced. It is, however, 
not a perfect mechanism: it does not give us perfectly good solutions to all 
problems. The quality of the market depends upon the institutional frame- 
work within which the market operates. Since the institutional framework is 
in large measure shaped by the government, the quality of the market is, in 
fact, determined by the government. 

The way to establish promarket institutions, as far as principles are 
concerned, will be simple. It does not require a very sophisticated theoretical 
apparatus. It is simple, in principle, to establish laws and regulations that 
ensure free, fair, and effective competition, and open and free trade. Free 
and fair competition is an essential ingredient to ensure innovation—the 
driving force of capitalism. In the Asian context, it must be remembered that 
competition involves a cost—the cost of eliminating the inefficient. In fact, 
any form of resource allocation, whether by the market, the government, or 
Bocial convention, or indeed, illegal means, such as bribery or robbery, 
involves cost—the cost of eliminating something or somebody. Allocation by 
market, by and large eliminates the inefficient, but allocation by nonmarkét 
may eliminate the efficient. The way in which the cost is borne by the 
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Even at the initial stage of development, they have to have a long-term 
vision with regard to the basic ingredients of self-sustained growth and the 
pursuit of economic policies to provide them. They should resist the tempta- 
tion to pursue policies to maximize a short-term growth rate. The high 
growth rate that they have been enjoying is of course welcome, but it has to 
be accompanied by secure institutional bases, improvement in the quality of 
resources, balance in the industrial structure and regional development, 
equitable income distribution, and, above all, a sound sense of value. 
Otherwise, the mere high growth rate will be nothing but a mirage. 
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Comments on "Government and Market 


in Economic Development" 
by Cho Soon 
Helen Hughes 


he paper by Cho Soon (1994) covers several themes central to the 

economics of development and thus is wide-ranging. Cho stresses 

that rapid growth in Asia is not a miracle but the result of appropri- 
ate policies and hard work. His conclusions are much more incisive than the 
recent World Bank's The East Asian Miracle (1993), which seems to argue 
that government intervention is desirable if it works! Cho's exposition is so 
excellent that it requires little comment. Therefore, the issues to be high- 
lighted here focus on the four principal themes cutting across the paper: 
uncertainty and markets, the role of government, macroeconomic stability, 
and microeconomic efficiency. The conclusion will include a few remarks 
about the emerging "Asian development culture." 


Uncertainty and Markets 


The economic environment is inevitably uncertain. Despite the rapid 
development of information technologies, knowledge about supply and 
demand at any given time remains imperfect. Products change, production 
methods and costs change as new technologies and new suppliers appear, 
and there are constant changes in demand. Fashion changes and income 
changes lead to changing tastes. Predicting what will happen next week, 
next year, let alone in ten years’ time, is notoriously fraught with difficulty. 
Yet producers and consumers must make such predictions all the time, 
usually several times a day. The market mechanism, imperfect though it is, 
enables the many individual errors that are made to cancel themselves out, 
reducing risk so that market prices tend to be surprisingly stable. Entrepre- 
neurs take the risks engendered by uncertainty. If individual entrepreneurs 
are skillful, they stand to make a profit. If they are not, they become bank- 
rupt. The experience of the last 50 years or so has shown that central plan- 
ning is greatly inferior to the uncertainty and imperfections of markets. 
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ing in a market environment they will form a lobby group for efficiency in 
such natural monopolies as energy and transportation. i f 
Paradoxically, the supporters of government intervention largely igno 
the importance of infrastructure. Investment in infrastructure has been an 
important factor in the success (and failure) of Asian economies. How ito 
catch up in infrastructural facilities to support production and services and 
to improve living standards is the leading issue in microeconomics involving: 
macroeconomics in countries that are already growing rapidly. 


An Asian Development Culture 


As Cho notes, the Asian countries that have led the world in develop- 
ment vary in geographic and population size, initial conditions for develop- 
ment, history, religion, and ethical systems. Since World War II they have, 
however, been evolving a development culture that has many positive 
common characteristics. 

Asian countries do not lack ideologues. Inward-oriented nationalism, 
embracing protectionism for import substituting industries, suspicion of 
foreign investment, and statist ideas are not lacking. Paying taxes is no more 
popular in these countries than elsewhere in the world. Some groups 
benefited from the inflation that was an initial condition in Taipei,China, the 
Republic of Korea, and Indonesia. There is no lack of self interest. 

Cho, however, stresses that pragmatism soon became a dominant trait 
of the public debate in rapidly growing Asian countries. Ideologies were 
tested against experience. Does it work? became the question. A pragmatic 
regional ethos was reinforced as the NICs began to grow rapidly, because 
they were demonstrating what did work. The arguments prevalent in Latin 
America that the NICs achieved their success by exploiting labor and govern- 
ment subsidies to exports did not carry weight (Morawetz 1981). The mòre 
countries turned their attention to world markets, the more pragmatic they 
became. 

Trade in goods and services and the movement of capital, technology, 
and skilled people to the region was quickly accompanied by. the movement 
of people within the region and worldwide. The intensity of population 
movements varied among Asian countries, but most have benefited from lan 
ensuing spread of technology in the broadest sense. People in the region 
became acquainted with "best practice" in such areas as education and 
entertainment as well as in the choice of techniques, including management, 
available for production. À rapid improvement of management, ranging from 
enterprise to national economic management, followed. There are many 
examples of Asian world class achievements: the agricultural practices of 
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Taipei,China have been adopted throughout Asia, Thailand became well 
known for its monetary management skills, and Singapore has become a 
world leader in environmental management. 

I The glue of the new Asian development culture is an explicit and domi- 
nant theme of "catching up" with the most advanced countries in productiv- 
ity and standard of living terms. "Catching up" has been implicit in 
development planning from the time Taipei,China and the Republic of Korea 
turned to growth. It has become explicit in most of the rapidly growing 
countries as a goal that is achievable in the lifetime of today's young people. 

The Asian development culture has a human face. It also has an 
environmental content. National policies have recognized the importance of 
reducing absolute poverty in terms of social cohesion, political stability, and, 
not least, market growth. The growth of the middle class substantially 
strengthened this aspect of the development culture (Hughes 1994). Environ- 
mental concerns have come to the fore. Singapore, for example, is a world 
leader of sustainable development. The human aspect of development culture 
has been evident in the emphasis on population planning, education, job 
creation, and permissive attitudes to the informal sector (including subcon- 
tracting). These policies, of course, have economic as well as social impacts. 

Economic success has undoubtedly contributed to the demise of para- 
noias about the center exploiting the periphery. The Asian development 
culture began to develop a strong strand of self-confidence that contrasted 
markedly to historical Asian attitudes. Hong Kong and Taipei,China firms 
plunged into the United States' markets in the 1950s. So did small Thai and 
Indonesian clothing producers in the 1980s. Korean manufacturers started 
to produce their own raw materials when foreign suppliers raised prices and 
even denied them access to supplies. In 1965 when opposition to private 
direct foreign investment was at its peak in developing countries, Singapore 
consciously made such investment the crux of its export and development 
strategy. Population flows, studies abroad, and international business con- 
tacts served to strengthen self-confidence, pushing out the fears that still 
plague many developing, and formerly centrally planned, economies today. 

The economic development culture that has emerged in Asia is neither 
Western nor Eastern. It is a culture that has adapted historical and tradi- 
tional values to its ends, and while regarding the maintenance of individual 
countries' languages, literatures, and other arts as important, has evolved 
some common traits essential to rapid development. 

Cho's paper, in concept and detail, personifies the Asian development 
culture. It is pragmatic, and outward and growth-oriented. It is scholarly 
and factual, and it brings together the central analytical relationships 
between governments and markets. 
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Comments on "Government and Market 
in Economic Development" 

by Cho Soon 

Takatoshi Ito 


intensive study lately. One example is the World Bank's recent 

report, The East Asian Miracle, on the experiences of the East Asian 
countries (World Bank 1993). Cho's paper (1994) presents a nice summary of: 
his views on the role of government in economic development. My comments 
consist of three parts: first, an endorsement of Cho's view on the changing 
role of government as the economy develops from a primitive stage of devel- 
opment to an industrialized state; second, a discussion of outstanding points 
with questions and comments; and third, directions for future research. 

First, Cho's view that the government has an important role, especially 
in the initial stage of economic development, deserves support. When institu- 
tions, such as the legal system, bureaucracy, tax system, and infrastructure, 
are underdeveloped, just letting the market work through prices will not 
lead to development. The government clearly has an important role in 
providing social infrastructure—roads, communication, and airport facilities, 
as well as education and public health. Few economists disagree with this 
statement. Public goods in the traditional sense should be provided by the 
government. In addition, the government may engage in industrial policy, 
intervening in the economy, and influencing as to how much industriali- 
zation should take place in which industry. Industrial policy, both in the 
broad and narrow senses defined by Cho, is still controversial. Those who 
study Japan and the economic development of the newly industrializing 
economies (NIEs), in particular the Republic of Korea; Singapore; and 
Taipei,China, generally argue that, on average, industrial policy has played 
a positive role. When capital and entrepreneurial talent are scarce, the 
government may step in to undertake risk. When wealth is concentrated in 
only a small percentage of the population, deregulation alone will not 
produce fair and efficient allocation. When there is no functioning capital 
market, privatization of the national monopoly may be most effective if done 
gradually and carefully. For economic success, resources should be allocated 
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efficiently, and managers and workers should be motivated. Incentives for 
entrepreneurship should be provided. Of course, markets will still produce 
an efficient allocation of resources if information is perfect, and competition 
is as perfect. But theory suggests that if there is uncertainty or a monopoly, 
then the market will fail. The market mechanism provides profit incentives 
to motivate managers and owners of capital, while giving wage increases 
that are compatible with productivity growth of labor. When markets do not 
exist or do not function, the government can design a mechanism to motivate 
managers and workers. It is very important here that the government has a 
competent system to carry out business. 

_Second, Cho correctly points out that it is important that, as the private 
sector becomes more sophisticated and wealthy, the government should 
gradually withdraw from managing the economy. The challenge there is that 
it is very hard for the government to let go of what it has under its control. 
Often control means some fringe benefits and monopoly rents for some 
government officials and politicians. It is difficult for the privileged to 
terminate their own benefits. Cho is right in pointing out the great difficul- 
ties of deregulation. I share his view that deregulation has a better chance of 
being implemented if it is proposed as a comprehensive long-term plan 
including many sectors, rather than an ad hoc implementation in a 
particular industry. 

We now turn to questions and comments on particular points of Cho's 
paper. Cho asserts that Japan and the NIEs were fortunate enough to bene- 
fit from the Cold War regime and that NIEs, in particular, received foreign 
capital to boost their initial step of industrialization. He goes on to predict 
that it will be hard for other countries to follow in the East Asian footsteps. 
This assessment is an underestimation of the efforts that Japan and the 
NIEs made during their development and, in turn, that prediction may be 
too pessimistic. The rapid growth was not a by-product as described in Cho's 
paper. There-were countries that might have had a better chance of growing 
out of poverty or to continue growing in the Cold War regime than the 
Republic of Korea and Taipei,China. Many economists have attempted, to 
explain growth in the 1960s, 1970s, and 1980s using economic and political 
variables, such as the level of income, the literacy rate, the degree of de bc- 
racy, and capital. The so-called convergence theory predicts that the lover 
the level of income, the greater the chance the economy has to grow fi 
- Empirical studies show that the success of East Asian countries is Get 
explained by those initial conditions (in 1960), but that it shows up as a 
"residual." The chance that these large positive residuals are concentrated in 
East Asia is very low (1 in 10,000 as The East Asian Miracle states). 
Questions as to why growth happened in the Republic of Korea and 
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Taipei,China, and why growth is happening now in Malaysia, Thailand, and 
Indonesia, should be addressed more carefully. 

Among the different policies for economic development, export promo- 
tion is considered by many as a key for success. The World Bank study 
identifies export promotion to be a type of policy that satisfies some of the 
criteria for success. Exports provide a clear performance criterion to reward 
or punish subsidized industries. Unlike domestic markets that may be closed 
to foreign competition, exports have to compete in the world market. Quality 
must improve and costs must be cut. Export promotion with the right incen- 
tive structure encourages managers to put effort into their work. Export- 
promotion-type industrial policy has a much better chance to succeed. 
However, the distinction between growth-promotion and export-promotion is 
not clear-cut. 

Cho classifies growth promotion into two categories: market-conforming 
and market nonconforming. While we agree with Cho that the former is 
much more successful than the latter, the question remains: What is the 
right amount of market friendliness for each stage of development? Policy 
loans and a small subsidy in a booming sector would seem to be of the 
market-conforming type. A practical question to answer is, How can one find 
the right kind of intervention? 

Cho's description of Japanese industrial policy fits the best policies of 
the Japanese Ministry of International Trade and Industry (MITI) in the 
1950s and 1960s. MITTs actual policy changed greatly in the 1970s, and yet 
again in the 1980s. Moreover, the characterization of "Japan, Inc." is mis- 
leading. It was not a monolithic "Inc.", but a collection of competing depart- 
ments or ministries. The Ministry of Finance was always firm on balancing 
the budget and no long-term government bonds were issued from 1950 to 
1965. 

MITI competed against the Ministry of Finance in allocating foreign 
exchange for importing industries, as well as allocating preferential loans. 
Checks and balances were provided by ministerial competition. As Cho 
mentions briefly, many successful industries (automobiles and consumer 
electronics) are outside of MITI targeting, while some targeted industries 
(such as aluminum) became a clear failure. I 

Cho is right in pointing out the danger of inflation. Inflation is a product 
of expansionary monetary and fiscal policy. Prudent monetary and fiscal 
policy can prevent it. Overzealous growth policy may be the force that 
overthrows prudence, but often it is political greed. Keeping fiscal authority 
and the central bank insulated from politicians is important and is a 
minimum requirement for sustainable development. 
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Maintaining an emphasis on economic reform and deregulation as the 
economy grows is very important. However, these concepts may be too 
advanced for many nations that do not have a clue as to how to startia 
simple industry to pull themselves out of poverty. | 

In order to prevent what Cho calls a "symbiotic" relationship between 
government and business, it is important that bureaucrats be selected and 
promoted on the basis of merit; that politicians be democratically elected; 
and that explicit or implicit subsidies to business be given according to the 
rules. 

Cho's comments on the situation of education in Asia seem to relate to a 
complex topic. A puzzle to the outside world is how a nation achieves such 
success in educating people in basic skills. Cho laments that education in 
Asia lacks "creativity." This may be true in Japan and the Republic of Korea. 
But for many countries the immediate concern is not inventing a machine, 
but broadening the base of people who can understand manuals that instruct 
them on how to operate the machines. In this, many Asian countries are in a 

better position. 

` Lastly, there are some important and puzzling aspects as regards the 
role of government in economic development. Many Japanese, Korean, and 
Taipei,China bureaucrats and academics take pride in their achievements, 
and emphasize the role of government in the initial stage of economic 
development. However, there are other developing countries that also 
engaged a high level of government intervention but went nowhere. In many 
countries too much government çontrol, rather than a lack of government 
intervention, is a source of deeper problems. Clearly, contents of policies and 
appropriateness of institutions for each stage of development and for a 
particular country should be examined carefully. What kind of policy 
produces better results and what kind of institution encourages the right 
kind of policy are questions to be investigated. 

Now that the World Bank has formally recognized that there may be an 
alternative to a big bang, laissez-faire development strategy, and that there 
is something unique about the Asian region, we should carry on the research 
to explore how the government can enhance the growth process. 
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